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Patents as a Base for State 
Franchise Tax 


By W. Ear SMITH * 


HE PROPRIETY of including patents and 
copyrights among the assets of a corporation 
where such assets are used as a basis for meas- 
urement of a state franchise tax has been before the 
courts at various times in the distant past. No court, 
however, has given thorough con- 
sideration to the more important 
phases of the problem so that the 
law might stand clearly construed 
to serve as a guide in the more com- 
plex tax situation of today. 

The question becomes tremend- 
ously important where a state seeks 
to levy a tax upon a foreign corpo- 
ration doing business within its 
boundaries measured by the gross 
assets employed in the business 
within the state and their relation 
to the gross assets of the corpora- 
tion wherever located. The license 
tax and franchise tax on business 
corporations of New York State is 
a levy of that type and the provi- 
sions of the statute levying the same 
are particularly adapted as subjects 
for the discussion which follows.’ 

In the several cases involving 
patents or copyrights and their re- 
lation to the tax system which have 
arisen, hardly any mention was made 
by the courts of the basic nature of 
those instrumentalities. The courts apparently as- 
sumed that the only consideration which determined 
the question of whether or not patents or copyrights 
should be included as the basis for the measurement 
was whether or not it was proper for a state to in- 
clude a “tax exempt instrumentality of the Federal 








* Attorney at law, New York City former Deputy New York State 
Attorney General, former Special Assistant to the Attorney General 
Tax Section, Department of Justice. 

1Section 181 of Article 9, Laws 1909 Chapter 62 as amended, and 
Section 214, Article 9A Laws of 1917 ch. 726, as amended. 
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Government” and, of course, the incidental discus- 
sion of whether a patent or copyright was after all 
an “instrumentality” of the Federal Government. 

The most prominent landmark in the cases dealing 
with the subject seems to have been that of People 
ex rel. A. J. Johnson Co. v. Roberts, 
159 N. Y. 70, decided by the New 
York Court of Appeals on April 25, 
1899, and holding generally that 
copyrights granted by the United 
States are not subject to taxing 
power of the State; that with refer- 
ence to the subject of taxation by 
the state, patents stand on the same 
basis as copyrights; and that copy- 
rights, as distinguished from the 
tangible property of a foreign cor- 
poration, are not taxable as “capital 
employed by it within the state” 
and should not, therefore, be in- 
cluded in the assets by which the 
tax was to be measured. Two opin- 
ions reaching identical conclusions 
were written, one by Gray, J., and 
one by Vonn, J., all members of the 
court concurring in one or the 
other. 

So highly regarded was this opin- 
ion of the learned court that the 
Appellate Division of the New York 
Supreme Court in People ex rel. 
U. S. A. P. P. Co. v. Knight, 73 App. Div. 333, felt 
impelled to apply it, and exclude from the assets 
upon which the franchise tax of a domestic corpora- 
tion was to be measured. The Court of Appeals, 
however, reversed the Appellate Division (174 N. Y. 
475) and not only pointed out that there was a differ- 
ence between a property tax and a franchise tax 
measured by certain property, and that this was the 
latter and not the former, but went so far as to state 
that the Johnson case supra was error and forthwith 
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overruled it. The Court of Appeals added further 
dicta to the effect that there was no distinction, in 
that respect between a foreign corporation and a 
domestic one and patents and the like should be in- 
cluded in computing the franchise tax of each. With 
the latter the writer is inclined to agree if, and only 
if, it can rightly be said that patents of a foreign 
corporation have acquired a situs within the taxing 
state. This seems to be subject to considerable doubt. 


The question presents a wholly different problem 
than that dealt with in such cases as have been re- 
cently before the Supreme Court having to do with 
the propriety of taxing the income accruing to the 
corporation arising from royalties or the sale of in- 
terests in patents or copyrights. There the ques- 
tions were merely whether the taxation of income 
arising from patents and copyrights was a burden 
upon and hampered a function of the United States 
Government. Here the question is whether, judging 
from the nature of patents and copyrights, it can 
rightly be said that those of a foreign corporation 
can acquire a situs within the taxing state and thus 
become the subjects of taxation, bearing in mind the 
“tenuous distinction between a tax on a subject and 
a tax measured by it.” ™ 


It must be accepted that for a state to use the 
assets of a foreign corporation as a measure to com- 
pute its franchise tax only assets having a situs with- 
in the state can be used.” 


Assets outside the state may be considered only to 
determine the value of the assets within the state, 
particularly where the local assets have a higher 
value as a part of a producing or working entity or 
unit, than they would have as isolated properties,* 
but the assets by which the tax is measured must be 
such only as have a situs within the state. 

So much for discussion of past history. Whatever 
might have been said previously regarding the pro- 
priety of including as a measure tax exempt intangi- 
bles, it is evident that the courts which have dealt 
with the subject of patents as an intangible merely, 
have overlooked the real nature of patents and when 
that is considered, more evident is the doubt which 
may be cast upon their ability to acquire a situs in 
any given state for any purpose. 

Not overlooking the well accepted principles that 
the domicile of a corporation is in the state of its 
creation * and that the situs of intangibles is for tax 
purposes at the domicile of their owner,® and further 
that such accepted principles may well be consid- 


1a See Fox Film Corp. v. Doyal, 286 U. S. 123, Educational Films 
Corp. v. Ward, 51 Sup. Ct. 170 and others. 

ib Journal of the Patent Office Society, Vol. XIV 423 erat See 
also Northwestern Mutual Life Ins. Co. v. Wisconsin, 275 U.S. 136; 
and Macallen v. Mass., 279 U. S. 620. 

2 Wallace v. Hines, 253 U. S. 66, 64 L. ed. 782, 40 Sup. Ct. Rep. 435; 
Union Tank Line Co. v..Wright, 249 U. S. 275, 286, 63 L. ed. 602, 608, 
39 Sup. Ct. Rep. 276; Mever v. Wells, F. & Co., 223 U. S. 298, 56 
L. ed. 445, 32 Sup. Ct. Rep. 218; Fargo v. Hart, 193 U. S. 490. 
48 L. ed. 761, 24 Sup. Ct. Rep. 498; i ex rel. Alpha Portland 
Cement Co. v. Knapp, 230 N. Y. 48, 129 N. E. 202, 256 U. S. 702, 
65 L. ed. 1179, 41 Sup. Ct. Rep. 624; International Paper Co. v. Massa- 
chusetts, 246 U. S. 135, 62 L. ed. 624, 38 Sup. Ct. Rep. 292, Ann. Cas. 
1918C 617: Looney v. Crane Co., 245 U. S. 178, 62 L. ed. Poe 38 
Sup. Ct. Rep p. 85; Western U. Teleg. Co. v. Kansas, 216 e 37, 
54 L. ed. 355, 370, 30 Sup. Ct. Rep. 190; Galveston, H. & S ra R’ Co. 
v. Texas, 210 U.S. 217, 52 L. ed. 1031, 28 Sup. Ct. Rep. 638; Delaware, 
L. & W. R. Co. »v. Pennsylvania, 198 U. S. 341, 49 L. Ma. 1077, 25 Sup. 
Ct. Rep. 669; Postal Teleg. Cable Co. v. Taylor, 192 U. S. 69, 72, 
48 L. ed. 344, 346, 24 Sup. Ct. Rep. 208. 

3 Bass, Ratcliffe & Gretton v. Tax Comm., 266 U. 271. 

4 Western Transp. Co. v. Schen, 19 N. Y. 408 ; People v. McLean, 17 
Hun. 204. 

5 First National Bank of Boston, Exr. v. Maine, 284 U. S. 312 and 
cases therein cited. 
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ered a conclusive answer for the question of the pro- 
priety of using the patents of a foreign corporation 
as the basis of measurement for franchise taxes, the 
intrinsic nature of a patent is far more important 
when considered as a reason for exclusion from such 
assets. When the inherent nature of a patent is con- 
sidered, considerable force may be added to the con- 
tention that a patent, if indeed it can have a situs 
anywhere, has its situs only at the domicile of the 
owner. 

It is generally accepted that a recipient of a patent 
from the United States does not receive by the grant 
the right “to make, use, and vend” the thing pat- 
ented. That right is a so-called natural right which 
the patentee always had at common law and has no 
peculiar Federal source or protection more than any 
other right of liberty or property. The right to 
make, use, and vend is not dependent on statute. 
All that the government grants and protects is the 
power to exclude others from making, using and vend- 
ing during the grant of seventeen years.° 


In other words, what the patentee receives is the 
right and the power to prevent others from making, 
using or selling his invention and in that respect he 
enjoys something in the nature of a monopoly. In 
the recent case of U. S. v. Dubilier Condenser Corp., 
53 S. Ct. 554-557, the Supreme Court in discussing 
the nature of patents, stated: 

Though often so characterized a patent is not accurately 
speaking, a monopoly for it is not created by the executive 
authority at the expense and to the prejudice of all the com- 
munity except the grantee of the patent, Seymour v. Osborne, 
11 Wall 516, 533, 20 L. ed. 33. The term monopoly connotes 
the giving of an exclusive privilege for buying, selling, 
working or using a thing which the public freely enjoyed 
prior to the grant. Thus a monopoly takes something from 
the people. An invention deprives the public of nothing 
which it enjoyed before his discovery, but gives something 
of value to the sum of human knowledge. United States v. 
Amer. Bell Tel. Co., 167 U. S. 224, 239; Paper Bag Patent Cor, 
210 U. S. 405, 424; Brooks v. Jenkins, 3 McLean 432, 437. 

The right granted by the government only be- 
comes important and a thing of value when someone 
else attempts to make, use, or vend the article pat- 
ented thereby infringing the right to exclude granted 
by the government to the patentee, or desiring to 
make, use and vend, steps forward to pay royalties 
in order that his infringment be waived. In this re- 
spect it would seem to be like certain other rights of 
individuals, such as the right to privacy, or the right to 
bear arms, or the right to go free from molestation, 
etc.; rights which only become important and of 
value when they are infringed upon. Concise was 
the District Court in Jewett v. Atwood Suspender Co., 
100 F. 647, when it said: 


A patent does not confer even the right to use the 
invention. The inventor had that before. It is merely 
an incorporeal right to exclude others from using the 
invention throughout the United States, conferred by the 
government upon compliance with certain requirements. 


More in detail was the Circuit Court of Appeals 


for the 6th Circuit when it said in Swindell v. Youngs- 
town Sheet & Tube Co., 230 F. 438, at page 442: 


The patent law is not the source of a patentee’s right 
to fix the price of his patented article, nor of the right 
himself to make, use and vend the article; these are nat- 
ural or inherent rights of the patentee. As Judge Denison 


®See Crown Die & Tool Co. v. Nye Tool & Machine Works, 261 
U. S. 24, 67 Law Ed. 516 and cases therein cited. 
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said, when speaking for this court in Herman v. Youngstown 
Car Mfg. Co., 191 Fed. 579, 584, 112 C. C. A. 185: 


“A patent is not the grant of a right to make, or use 
or sell. It does not, directly or indirectly, imply any such 
right. It grants only the right to exclude others.” 


And see Bloomer v. McQuewan, 55 U. S. (14 How.) 539, 
548, 14 L. Ed. 532; Paper Bag Patent Case, 210 W. S. 405, 425, 
28 Sup. Ct. 748, 52 L. Ed. 1122; Fuller v. Berger, 120 Fed. 
274, 278, 56 C. C. A. 588, 65 L. R. A. 381; Macomber on 
Fixed Law of Patents (2d Ed.) 687. 

The patent law is however, the source of the patentee’s 
right to exclude others, and so the entire or partial dis- 
posal of this right is involved in any transaction requir- 
ing payment of a license fee. This exclusive right is, of 
course, a franchise, possessing the qualities and character- 
istics of property during the life of the patent, and may 
be held and dealt with like any other kind of property 
belonging to the patentee. Wilson v. Rousseau, 45 U. S. 
(4 How.) 645, 673, 11 L. Ed. 1141; Hollister v. Benedict 
Mfg. Co., 113 U. S. 59, 67, 5 Sup. Ct. 717, 28 L. Ed. 901; 
Bement v. National Harrow Co., 186 U. S. 88 to 90, 22 Sup. 
Ct. 747, 46 L. Ed. 1058; Dowagiac Mfg. Co. v. Minnesota 
Plow Co., 235 U. S. 641, 648, 35 Sup. Ct. 221, 59 L. Ed. 
398; United States v. American Bell Tel. Co. (C. C.) 29 
Fed. 17, 43 (opinion by Circuit Judge, later Mr. Justice, 
Jackson). 


And the Supreme Court of the United States in Mo- 
tion Picture Co. v. Universal Film Co., 243 U. S. 502, 
again reiterated : * 

It has long been settled that the patentee receives noth- 
ing from the law which he did not have and that the 
only effect of his patent is to restrain others from manu- 
facturing, using or selling that which he has invented. 
The patent law simply protects him in the monopoly of 
that which he has invented and has described in the 
claims of his patent. United States v. American Bell Tele- 
phone Co., 167 U. S. 224, 239 (17 Sup. Ct. 809, 42 L. Ed. 
144); Paper Bag Patent case, 210 U. S. 405, 424 (28 Sup. 
Ct. 748, 52 L. Ed. 1122); Bauer v. O’Donnell, 229 U. S. 1, 
10 (33 Sup. Ct. 616, 57 L. Ed. 1041, 50 L. R. A. (N. S.) 
1185, Ann. Cas. 1915A, 150). 


Small wonder then that the courts when looking 
beyond the question of tax exemption to the problem 
of fixing the situs of a patent for one purpose or an- 
other have been frankly bewildered. In Stevens v. 
Gladding, 17 How. 447 (59 U.S. XV 155) the United 
States Supreme Court, speaking through Mr. Justice 
Curtis laconically stated: ® 

Not to repeat what is said on this subject in 14 How. 
531, it may be added that these incorporeal tights do 
not exist in any particular State or District; they are co- 
extensive with the United States. There is nothing in 


any Act of Congress, or in the nature of the rights them- 
selves to give them locality anywhere * * *, 


In Standard Gas P. Co. of Ga. v. Standard Gas P. Co. 
of Del., 224 Fed. 990, the same view was expressed. 
There the court candidly stated: 

A patent right is something granted by the Patent Office 
in Washington to an inventor, which “right” he may sell, 
transfer, or assign, and over which he has, until he divests 
himself of such “right” exclusive control * * *. And 
the existence of the patent right is co-extensive with the 
limits of the U. S. I do not know that it has a situs any- 
where. * -* * 

It has long been held that patents are personal to 
the owner thereof and for purposes of process and 
the like have no locus separate from ‘the person of 
the owner, and can be reached by the courts only 
by securing jurisdiction of him.® This, of course, 
has no relation to the question of situs for tax pur- 





™See also Herman v. Youngstown Car Mfg. Co., 191 F. 579, 584; 
Crystal Percolator Co. v. Sanders, 258 F. 28, 35. 

8 See also Ager v. Murray, 105 U. S. 126, 26 L. Ed. 942. 

® Jewett v. Atwood Suspender Co., 100 Fed. 647; P. H. &_F. M. 
Roots Co. v. Decker, 111 Minn. 458; Elmendorf v. American Combus- 
tion Co., 80 N. J. Eq. 461. 
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poses, but does, however, indicate the highly subtile, 
rarified or nebulous nature of a patent when it is 
considered that it cannot be the subject of an action 
quasi in rem. 


It would seem to follow that a number of patents 
held by a foreign corporation could hardly acquire 
a “business situs” within another state where it is 
doing business and has what may be considered its 
main office. It is recognized generally that since 
the case of New Orleans v. Stempel, 175 U. S. 309, 
certain intangibles in the nature of loanable funds, 
notes, bonds, etc. have been declared to acquire a 
situs for taxing purposes apart from the domicile of 
the owner by virtue of their being used as a nucleus 
for continued business transactions involving them. 
A business situs could hardly be acquired by a patent 
or a group of patents. It is not the patent which is 
used in the state by a foreign corporation whereby 
it is able to manufacture for less or manufacture an 
exclusive product; it is not the patent which is re- 
sponsible and which is of value in the manufacture; 
but the invention the exclusive use of which is merely 
protected by the patent. The truth of this is more 
readily apparent when it is considered that the same 
result could be achieved without the patent if secrecy 
or some other means were devised, to withhold the 
use or manufacture of the invention from others. 
The patent itself is not the indispensible element. 


Nor could it be successfully contended that a 
license to use, make, or vend granted by a foreign 
corporation doing business within the state to an- 
other corporation, domestic or foreign, or to an indi- 
vidual, had acquired a situs within the state for the 
purpose of use-as a base for imposing a tax. More- 
over when the nature of a license to make, use, or 
vend, so granted, is considered, it cannot further be 
contended that such license indicates a patent em- 
ployed within the state and therefore has acquired 
a “business situs” even though the license constitutes 
one of several licenses so granted in the state by that 
foreign corporation. 


A license may be generally defined simply as any 
right to use, make, or vend, which is less than an 
undivided part interest in the patent itself.° It 
would follow that what is true of the patent itself 
must be true in a lesser way of a license. Nor can 
it rightly be said that, because the employment which 
has given the patent by virtue of its giving rise to 
obligations flowing from a licensee to a licensor, the 
patent to that extent has acquired a situs within the 
state. To endeavor to compute the proportion of 
the whole value of a patent so used in the state would 
be problematical in the first place, since the potential 
licensees might be several and unknown or none at 
all, and the nature and extent of an agreement which 
might be consumated between parties regarding the 
terms of a future license is purely speculative. 


The nature of a license itself precludes the pos- 
sibility of its having a situs anywhere. Keeping in 
mind the real nature of a patent is that the right 
granted is the right only to exclude others, the con- 
cise language of the Circuit Court of Appeals for the 

(Continued on page 450) 





1 U, S. v. General Electric Co., 272 U. S. 476; E. W. Bliss Co. v. 
U. S., 253 U. S. 187; Tuthill v. La Dow, 7 N. Y. Sup. 277. 







































































































































































































































































Determining Income T'ax Liability 
by the Taxpayer's Motives 






By J. Bay RoBINson * 


the Federal income tax law’ to diminish or 

eliminate their taxes by means of bona fide 
transactions, literally within the provisions of the 
law, but avowedly executed for such purpose, has 
been before the public prominently in recent months.” 
A similar problem is presented in the case of trans- 
actions which have as their end 
some business or investment result, 


Tt ine propriety of permitting taxpayers under 


enough. To their minds there is not equality since 
taxpayers in other situations may not be provided 
by the law with the means to diminish or eliminate 
their tax, and the theory of payment according to 
ability appears to be ignored. Moral considerations 
also enter. There is a feeling that there is some- 
thing unsavory in entering into transactions with a 
tax reduction purpose in mind. 
After transactions of this char- 





but which are executed in such a 
way as to avoid or diminish tax lia- 
bility. In cases of this character 
taxpayers have relied upon the lit- 
eral phraseology of specific sections 
of the law, and have brought the 
various steps in execution of their 
designs within such phraseology. 
The public purse, on the other hand, 
is only filled by the minimum re- 
quired under the law. It is de- 
feated of the revenue which it would 
get if the transactions in question 
had not been executed. 

When taxpayers have already 
acted, adequate dealing with these 
problems requires searching analy- 
sis of the meaning of justice under 
the tax law, and of the proper func- 
tion and approach of the adminis- 
trative agencies and tribunals which 
are called upon to determine and 
adjudicate tax liability. In respect 
to future taxpayers, these problems 
raise fundamental and far reaching issues of govern- 
mental function and economic effect. The problem 
is how to close so-called “loop-holes” of tax avoid- 
ance with the least resulting interference and pre- 
vention of legitimate business transactions, and by 
what means and through what agency the govern- 
ment should proceed. 

Where a transaction falls within the literal pro- 
visions of the tax law it is said that it is just 
and equitable to give effect to those provisions re- 
gardless of the purpose motivating the entry into 
the transaction, or the character of the transaction 
utilized to reach a desired end. Other taxpayers in 
the same position may do the same thing so that 
the principle of equality in taxation is observed. 
Also the public treasury is not cheated. It merely 
does not receive something which the law could but 
does not require. To some, however, this is not 


* Attorney at Law, New York, N. Y. 

1Income Tax Act of 1934. 

2 The investigation of the Banking and Currency Committee of the 
United States Senate, which has been in progress for about two years, 
has given wide publicity to practices of this character from time to time. 
Text of resolution under which the sub-committee of the Banking and 
Currency Committee of the 73d Congress proceeded was reported in the 
New York Times March 16th, 1933, p. 7, col. 3. 
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acter have been completed, the tax- 
payer is at the mercy of these 
conflicting views. Where the ad- 
ministrative agency or the tribunal 
rules, de hors the statute, that there 
must have been a purpose other 
than the purpose of tax reduction 
behind a transaction, the functions 
of adjudication and legislation are 
fused. It is difficult to conclude 
that in providing a just rule for the 
future justice is also done the par- 
ticular taxpayer in such cases. 

Efforts to tighten the law’s re- 
quirements as to the future have 
generally pursued two lines. Ef- 
forts by the legislature have been 
along the line of definition and re- 
ticulation. As methods of tax 
avoidance are revealed they have 
been specifically dealt with by the 
codifier. Efforts which have been 
undertaken by the judiciary, on the 
other hand, have been by way of 
interpretation and variation of the code. 

The usual legislative efforts result in increased 
certainty and predictability, and do not involve sub- 
jective tests. The usual efforts by the judiciary re- 
sult in a measure of uncertainty, but frequently ac- 
cord with the view that taxpayers ought not to 
deliberately avoid taxes. 

A recent decision which raises questions of this 
character is the case of Helvering v. Gregory,’ de- 
cided by the Circuit Court of Appeals for the Second 
Circuit on March 14th last. This case arose under 
certain corporate reorganization and liquidation sec- 
tions of the Revenue Act of 1928.4 The taxpayer 
wished to obtain a profit by a sale of stock with the 
least legitimate amount of tax. The stock to be sold 
was owned by a corporation of which the taxpayer 


369 F. (2) 809 (unofficially reported in 343-A C. C. H. at No. 9180). 

*Section 112(i)(1)(B), and Section 115(c) of the Revenue Act of 
1928. These sections read as follows: (Sec. 115(c) in part.) 

Sec. 112(i)(1)(B) “fa transfer by a corporation of all or a part of its 
assets to another corporation if eamiodiandly after the transfer the trans- 
feror its stockholders or both are in control of the corporation to which 
the assets are transferred.” 

Sec. 115(c) “Distributions in Liquidation—Amounts distributed in 
complete liquidation of a corporation shall be treated as in full payment 
in exchange for the stock, and amounts distributed in partial liquidation 


of a corporation shall be treated as in part or full payment in exchange 
for the stock. * * *” 
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was the sole stockholder. If the corporation sold 
the stock and paid a dividend the taxpayer would be 
liable for the surtax. To avoid this the taxpayer 
formed another corporation. The stock to be sold 
was transferred to the new corporation and the new 
corporation’s stock was issued to the taxpayer. The 
new corporation had an existence of three days, for 
as a next step the taxpayer caused it to be dissolved. 
Upon dissolution, the new corporation’s stock was 
surrendered by the taxpayer and the sole asset of 
the corporation, the stock which the taxpayer wished 
to sell, was distributed to the taxpayer. The tax- 
payer thereupon sold it. The taxpayer reported the 
transaction, treating the distribution of the stock 
which was to be sold as a liquidating dividend, and 
calculated the tax on the difference between the 
value of the stock distributed and the portion of 
the cost of the stock in the original corporation prop- 
erly allocable to the stock of the new corporation. 

Admittedly, the steps carried out by the taxpayer 
fell within the literal wording of the reorganization 
and liquidation provisions,> and under those provi- 
sions the taxpayer’s calculation of the tax was cor- 
rect. Admittedly, also, the purpose of the taxpayer 
in taking the steps involved was to avoid the surtax. 

The government contended that what really took 
place was a distribution of a dividend by the corpo- 
ration which originally owned the stock. 

The court held against the taxpayer and reached 
the result sought by the government. It did not, 
however, adopt the government’s theory. 

Speaking through Learned Hand, J., the court 
commenced its reasoning by paying lip service to the 
doctrine that a taxpayer may execute a transaction 
for the purpose of diminishing his tax liability.® 
There must nevertheless, held the court, be some 
reason for the kind of transaction executed “germane 
to the conduct of the venture in hand.” The perti- 
nent part of the court’s opinion follows: 

We agree with the Board and the taxpayer that a trans- 
action, otherwise within an exception of the tax law, does 
not lose its immunity, because it is actuated by a desire to 
avoid, or, tf one choose, to evade, taxation. Anyone may so 
arrange his affairs that his taxes shall be as low as possible; 
he is not bound to choose that pattern which will best 
pay the Treasury; there is not even a patriotic duty to 
increase one’s taxes: U. S. v. Isham, 17 Wall. 496, 506; 21 
L. Ed. 728 (2 Am. Fed. Tax Rep. 2304); Bullen v. Wisconsin, 
240 U. S. 625, 630, 36 S. Ct. 473, 60 L. Ed. 830 (3 Am. Fed. 
Tax Rep. 2944). Therefore if what was done here, was 
what was intended by Section 112 (i) (1) (B), it is of no 
consequence that it was all an elaborate scheme to get 
rid of income taxes, as it certainly was. Nevertheless, 
it does not follow that Congress meant to cover such a 


5 See note (4) above. 


° The Board of Tax Appeals has recently held that it is not improper 
to avoid taxes by carrying out a transaction under the reorganization 
sections (Sec. 112(b)(3) of the Revenue Act of 1928), for the express 
purpose of avoiding or minimizing tax liability. Georgia Savings Bank 
& Trust Co., Exr., v. Commissioner, 28 B. T. A. 1152. In this case the 
Board said: ‘As above pointed out this transaction might have been 
consummated in either one of three forms, and while substantially the 
same result would have been achieved by either, the tax liability might 
have been different. In this situation, prior to cmd | out the contract 
of November 15th, 1927, and prior to the incurring of any tax liability 
in connection therewith, the petitioners obtained the consent of the other 
party to modify the contract so that the transaction as carried out 
thereunder would minimize their tax liability. 

“In our opinion this conduct of the petitioners is not subject to 
adverse criticism. ‘The avoidance of tax liability prior to its incurrence 
is an entirely different thing from the evasion of tax liability after it is 
definitely incurred. If a transaction is carried out in such form as to 
avoid or reduce tax liability, it is not subject to legal censure, provided 
the method adopted is legal. United States v. Isham, 17 Wall. 496. In 
the absence of fraud, it is immaterial that the method of effecting the 
transfer here in question was adopted by these petitioners for the express 
purpose of avoiding taxes. Boggs-Burnam & Co., 26 B. T. A. 988, 993, 
and authorities cited. See also Weeks v. Sibley, 269 Fed. 155, 158.” 
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transaction, not even though the facts answer the dic- 
tionary definitions of each term used in the statutory definition. 
It is quite true, as the Board has very well said, that as 
the articulation of a statute increases, the room for inter- 
pretation must contract; but the meaning of a sentence 
may be more than that of the separate words, as melody 
is more than the notes, and no degree of particularity can 
ever obviate recourse to the setting in which all appear, 
and which all collectively create. The purpose of the 
section is plain enough, men engaged in enterprises—in- 
dustrial, commercial, financial, or any other—might wish 
to consolidate, or divide, to add to, or subtract from, their 
holdings. Such transactions were not to be considered 
as “realizing” any profit, because the collective interests 
still remained in solution. But the underlying presupposition 
is plain that the readjustment shall be undertaken for reasons 
germane to the conduct of the venture in hand, not as an 
ephemeral incident, egregious to its prosecution. To dodge 
the shareholders’ taxes is not one of the transactions con- 
templated as corporate “reorganizations”. (Italics supplied.) 


While the court felt justified in disregarding the 
doctrine that the character of a transaction taken to 
reach a result may be determined by a purpose to 
diminish tax liability, it could not entirely ignore 
pertinent facts in the case. The new corporation had 
actually been formed and had actually had an exist- 
ence. As the court said, its existence was “real.” 
The court recognized this by holding that the divi- 
dend received by the taxpayer came from this corpo- 
ration instead of from the original corporation, as 
the government had contended. This made no dif- 
ference, however, in the amount of the tax. It also 
ignored the fact of the dissolution of the new corpo- 
ration, which likewise was real.’ 

In making its decision in the Gregory case, the 
court regards the cases of Pinellas Ice Co. v. Com- 
missioner, 287 U. S. 462; 53 S. Ct. 257, and Cortland 
Specialty Co. v. Commissioner, 60 F. (2) 937, “. .. as 
pertinent, if not authoritative.” It is proper to ex- 
amine these cases. 

In the Pinellas case, supra, two corporations owned 
by substantially the same stockholders entered into 
a contract whereby their properties were transferred 
to a third corporation, owned by different stockhold- 
ers. The contract used the terms “vendor” and 
“purchaser,” and under it the two corporations re- 
ceived an amount in cash sufficient to discharge 
debts and liens, and notes falling due within three 
to five months. As the notes were paid the proceeds 
were distributed by the selling corporations to their 
stockholders. The issue was whether there was an 
exchange of property for “securities” of another cor- 
poration, under Section 203 (b) (3) of the Revenue 
Act of 1926.8 

Confronted with a genuine question of interpreta- 
tion of the word “securities,” the court held that the 
short term notes were not such within the meaning 
of the act. 

Connected with this issue was the question 
whether the transaction constituted a “merger or 
consolidation,” solely because of the transfer to the 
purchasing corporation of all of the properties of 
the selling corporations, within the meaning of Sec- 





7 Ordinarily under the revenue acts a distribution in liquidation is 
treated as a sale of the stock to the corporation for purposes of the tax. 
Sec. 115(c) of the Revenue Acts of 1928, 1932 and 1934. (See note (4) 
above.) 

8 Section 203(b)(3) of the Revenue Act of 1926 reads as follows: 
(3) No gain or loss shall be recognized if a corporation a party to a 
reorganization exchanges property, in pursuance of the plan of reor- 
ganization, solely for stock or securities in another corporation a party 
to the reorganization.” 
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tion 203 (h) (1) (A) of the Revenue Act of 1926.° 
The court dealt with this question only because the 
court below placed “too narrow” a construction on 
clause (A). This clause has been the subject of con- 
siderable litigation and like the word “securities,” 
above, presents a real ambiguity. 

The court held that the words in the parenthesis 
(clause A) “expand the meaning of ‘merger’ or ‘con- 
solidation,’” but that the transaction in the case be- 
fore it was “beyond the evident purpose of the 
[statutory] provision.” 

There is no test set up by the court in the Pinellas 
case of the purpose of the taxpayer in making the 
transaction. 

The Cortland Specialty case, supra, was cited in the 
Pinellas case by the Supreme Court. The Supreme 
Court said that its (the Supreme Court’s) “general 
view is adopted and well sustained in Cortland Spe- 
cialty Co. v. Commissioner of Internal Revenue, 60 F. 
(2) 937, 939, 940.” 

The Cortland Specialty case was decided by the 
Circuit Court of Appeals for the Second Circuit, and 
like the Pinellas case, supra, arose under Section 203 
(h) (1) (A) of the Revenue Act of 1926.1%° The 
Cortland Specialty Co. transferred all of its assets 
except about 8% per cent, which it retained to satisfy 
claims of creditors, to a competing company. The 
contract under which the transfer was made read 
as a contract of sale. In exchange for the assets 
transferred the Cortland Company received $53,070 
in cash and a series of unsecured notes, totalling in 
amount $159,750, the last of which was due in four- 
teen months from the date of the transaction. There 
was also a payment of $23,803.82 in cash for certain 
particular items. All of the cash and the notes were 
distributed by the recipient to its stockholders shortly 
after the transfer, and the corporation was dissolved 
nine months later. 

In deciding that this transaction was not an ex- 
change in pursuance of a “plan of reorganization,” 
the court said, p. 939: 

Reorganization, merger and consolidation are words in- 
dicating corporate readjustments of existing interests. 
They all differ fundamentally from a sale where a vendor 


corporation parts with. its interest for cash and nothing 
more. 

Undoubtedly such statutes vary in the different states 
particularly in respect to how far the constituent com- 
panies may be deemed to survive the creation of the new 
or modified corporate structure, but we believe that the 
general purpose of them all has been to continue the 
interests of those owning enterprises, which have been 
merged or consolidated, in another corporate form. A 
sale of the assets of one corporation to another for cash 
without the retention of any interests by the seller in the 
purchaser is quite outside the objects of merger and con- 
solidation statutes. 

Section 203 of the Revenue Act of 1926 must be inter- 
preted in this setting. Its purpose was to relieve those 
interested in corporations from profits taxes in cases where 
there was only a change in the corporate form in which 
business was conducted without an actual realization of 
any gain from the exchange of properties. When de- 
scribing the kind of change in corporate structure that 
permits exemption from these taxes, Section 203 does 





® Section 203(h)(1)(A) of the Revenue Act of 1926 reads in part as 
follows: ‘“(A) a merger or consolidation (including the acquisition by 
one corporation of at least a majority of the voting stock and at least 
a majority of the total number of shares of all other classes of stock of 
another corporation, or substantially all the properties of another cor- 
poration),” (Italics supplied). 
1 Quoted in part, note 9, above. 
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not disregard the necessity of continuity of interests under 
modified corporate forms. 
The court also said, p. 940: 


Furthermore the Cortland Company cannot come within 
the exception to the general rule that gains realized from 
exchanges of property represent taxable income unless 
Section 203 (e) and Section 203 (e) (1) apply. Under those 
clauses, even if the transfer to Deyo was an exchange in 
pursuance of a “plan of reorganization” the property re- 
ceived by Cortland had to include some “stock or securi- 
ties,” (Section 203 (e)) or the exemption could not be 
had. As no stock was issued against the transfer, the 
conditions for an exemption were not fulfilled. unless the 
notes, all payable within fourteen months of the date of 
the transfer, and all unsecured can be considered “secu- 
rities” under Section 203 (e). Inasmuch as a transfer made 
entirely for cash would not be enough, it cannot be sup- 
posed that anything so near to cash as these notes payable 
in so short a time and doubtless readily marketable would 
meet the legislative requirements. 

The Pinellas and the Cortland Specialty cases, supra, 
have been explained as turning merely upon the defi- 
nition of the word “securities.”"* Judge Hand, him- 
self, in the Gregory case recognizes this possibility. 

_ However this may be, it appears that the discus- 
sion of a purpose in these two cases is confined to 
the purpose of the statutory provisions involved, not 
of the subjective purpose on the part of the taxpayer. 
This is an important difference. The facts in the 
Pinellas and the Cortland Specialty cases were clear. 
The difficult fact of the purpose or intent of the tax- 
payer was not involved. 

The Gregory case, supra, requires the existence and 
determination of a fact not definitely required by the 
statute. Apparently the court felt that the bare stat- 
ute would let the taxpayer in the particular case get 
away with too much. It made a new rule of law in 
a case which was hard on the government. 

The decision and philosophy of the opinion of the 
court is undoubtedly in accord with certain present 
day trends in judicial decision and academic instruc- 
tion. As judicial legislation it approaches the speed 
of administrative fiat, and fits the modern political 
tendency to reach results by dictation. To have 
left the correction of the defect which the court felt 
was in the statute to the representative branch 
would have been much slower. In the view of many 
the action of the court will, nevertheless, seem just 
and equitable in the particular case. Obviously the 
taxpayer’s contribution to the public purse was 
increased. 

From the taxpayer’s point of view, however, the 
action of the court hardly seems like that of one 
sitting in chancery. The taxpayer had not asked to 
be relieved of the rigors of the law. He had proved 
that he fell within its literal wording and was seek- 
ing to have it applied as written.’ If there were 
any doubts, he hoped to have them resolved in his 
favor under the usual rule.’* 

There is, in fact, the possibility of actual hardship 
upon a taxpayer under the rule of the Gregory case. 
In the case itself the taxpayer sold the stock which 
was finally obtained by the transaction so that cash 
was obtained with which to pay the tax. But suppose 





11 Black, Board Member, 
Commissioner, 28 B. T. A. 59 

2U., S. v. Merriam, 263 U. S. 179; Partington v. Attorney General, 
L. KR. 4°N. L. 100, 122. 

13 Gould v. Gould, 245 U. S. 151. 


dissenting in Minnesota Tea Company v. 
1. 
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that the taxpayer had merely wished to get pos- 
session of the stock. There would have been a con- 
tinuing interest in the property within the apparent 
meaning of the doctrine of the Pinellas and Cortland 
Specialty cases supra. Yet, in the absence of a reason 
for the particular scheme adopted, germane to the 
obtaining of such possession, under the rule 
of the Gregory case the taxpayer would have 
had to market a portion of the stock in order to 
meet the tax. Of course, there would have been 
some tax even under the taxpayer’s theory, and in 
the absence of other resources, some of the stock 
in the case supposed would have had to have been 
sold. But, under the Gregory rule, a sale of a larger 
portion would have been necessary. The general 
purpose of tax-free transactions has been stated to 
be to relieve or postpone taxes on profits where 
there is no actual realization of the gain, i. e., where 
no cash results and capital assets would have to be 
sold in order to pay a tax. The case in question 
seems to overlook this consideration. 

Some further practical disadvantages in the rule 
of the Gregory case, may be observed. 

In departing from the literal language of the stat- 
ute and adding a ‘purpose test,’ the decision of each 
case separately becomes necessary. There is certain 
to result an increase in litigation under such a test. 
This has already been the effect of the less drastic 
departure from the literal wording of the “merger 
and consolidation” provision,"® resulting from the 
more limited ‘statutory purpose’ doctrine of the 
Pinellas and Cortland Specialty cases, supra." 

Another practical disadvantage of the Gregory 
rule arises out of the requirement that even the 
means taken to reach a result must be based on 
reasons germane to such result. This requirement, 
by the elimination of tax avoidance reasons, con- 
fines such reasons to those of business or invest- 
ment. This means for future taxpayers that what 
is a business or investment reason must be defined. 

It would seem that considerable difficulties will 
arise in this situation. The difficulties of prediction, 
even by the lawyer, will be great. The problem 
seems substantially like the problem of what is a 
business, or of what constitutes doing business, which 
arises in many fields of the law, and is never set- 
tled except as to each case as it is decided on appeal. 
In the field of the income tax, this problem is not 
a stranger. It is frequently necessary, for example, 
to determine what constitutes a business where the 
question is the propriety of the deduction of an ex- 
pense item incurred by the taxpayer.'® The problem 


4 Asa = gene 4 dividend the stock which the taxpayer wished to 
obtain would have had to have been valued and a tax paid upon the 
gain over the base of the surrendered stock, under the theory of Section 
115(c) that a liquidation is a sale of the surrendered stock. (See note 
(4), above.) ; 

See the quotations from the Gregory case and Cortland Specialty 
Co. v. Commissioner, supra; Newman, Saunders & Co., Inc. v. U. S., 
4 F. (2) 1009 (Cert. denied, 281 U. S. a Eisner v. Macomber, 252 

S. 189, 212-213; Weiss v. Stearn, 265 U. 242. 

16 Section 203 (h) (1) (A) of the io Act of 1926, Section 112 
(i) (1) (A) of the Revenue Act of 1932. Now revised as Section 112 (gy 
(1) (A) of the Revenue Act of 1934. 

1 There have been a number of cases before the Board of Tax Appeals 
dealing with the reer and consolidation” provision in the pest year: 
Minnesota Tea Co. Commissioner (June 30, gan by Bw. te M. Sot: 
Mead Coal Co. v. Caidesioner (June 30, 1933), B: Ti: Ac 599; 
Prairie Oil & Gas Co. v. Commissioner (Oct. a7, 5355 (unofficially re- 
~ 337 C. C. H. at § 8249); Watts v. Commissioner (Aug. 11, 1933), 

T. A. 1056. 

er Section 23(a) of the Revenue Act of 1934 provides for the deduction 
of ordinary and necessary expenses paid or incurred in carrying on any 
trade or business. Personal, living or family expenses of the taxpayer 
are not deductible (Sec. 24(a)(1)). 
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also arises under the former provision for the carry- 
ing forward of a net loss.1® Under Section 23(a) of 
the Revenue Act, it has only recently been settled 
that the management and conservation of income 
producing property and the activity connected with 
the production of taxable income, is of such a busi- 
ness character as to permit the deduction from gross 
income of the ordinary and necessary expenses con- 
nected therewith.2° Under the same section it is 
still an open question whether a guardianship is a 
business.” Whether loaning money is a business 
seems to be a question of degree.”? 


One argument adduced by the Circuit Court of 
Appeals to support its decision in the case of Helver- 
ing v. Gregory, supra, challenges one to consider a 

‘purpose test” under other sections of the income 
tax law. “Moreover,” said the court, “the act itself 


gives evidence that, on occasion anyway, the pur- 


pose of a transaction may be the guide.” The court 
rests its argument upon Section 115(g) and Section 


112(c) (2). 


Section 115(g) provides that, “if a corporation 
cancels or redeems its stock * * * at such time 
and in such manner as to make the distribution and 
cancellation or redemption in whole or in part essen- 
tially equivalent to the distribution of a taxable divi- 
dend, the amount so distributed * * * shall be 
treated as a taxable dividend.” Here is, indeed, a 
provision which permits the examination into the 
substantive nature of a transaction. The court might 
almost have based its decision on this provision and 
stopped. What probably prevented the court is the 
requirement of the section that the amount so dis- 
tributed, in order to be taxable, must be from “earn- 
ings or profits accumulated after February 28, 1913 
7 = 3." ‘The new corporation in the Gregory c case, 
of course, had no earnings or profits. 


Section 112(c)(2) provides a similar test in con- 
nection with reorganizations where cash or other 
property in addition to stock or securities is distrib- 
uted to stockholders. 


In practical operation, these provisions have not 
been extensively applied. The cases in which they 
have been involved show that intelligent prediction 
is impossible. Each case can only be determined 
satisfactorily by litigation on its own facts as it 
arises.”* 

(Continued on page 446) 





% Sections 117, 169, 187 and 205 of the Revenue Act of 1932 were 
repealed as of January 1st, 1933 by Section 218 of the National Indus- 
trial Recovery Act, approved June 16th, 1933. 

27, T. 2751 (XITI-4-6610 (p- 2)) (343 C. C. H. at § 6057); Alice P. 
Bachofen von Echt, 21 B. T. 702; reversed by Board of Tax Appeals 
on rehearing, memo opinion ye Nov. 11, 1932. But cf. People’s 
Pittsburgh Trust Co., Exr., v. Commissioner Ses of Cl., April 2, 1934), 
6 F. Supp. 447 (unofficially reported, 343-A C. C. H. at 4 9220). 

21 Compare: J. T. 2238 (IV-2 cB 49), Commissioner v. Van Wart, 
(CCA-5, Mar. 12, 1934), 69 F. (2) 299 (unofficially reported, 343-A 
> C: BH at 79149), and Wurts-Dundee v. Commissioner (CCA-2), 54 

2) 515. 

FS v. Commissioner, 30 B. T. A. 121, No. 25 (Mar. 20, 
1934) Lar weg A reported, 347 Cc. C. H. at { 8478), involving the net 
loss provision of the Revenue Act of 1928 (Sec. 117). 

23 Revenue Act of 1928. Same section and number in the Revenue Act 
of 1934. ; 

4 Hill v. Commissioner (CCA-4), 66 F. (2) 45; Meyer v. Commis- 
missioner, 27 B. T. A. 44; Rorimer v. Commissioner, 27 B. T. A. 871; 
Brown, Exrx. v. Commissioner, 26 B. T. A. 901; Koch v. Commissioner, 
26° B.S A. 025; Bochringer v. Commissioner, 29 B. T. A. — (337 
C.. C; -H...8226); Woodward v. Commissioner, 23 B. T. A. 1259; Owens 
. ag mae 27 B. T. A. 469; Burnham v. Commissioner, — 

. A. — (337 C. C. H. 18333); Ward M. Carraday, Inc. v. Com- 
a He Rad — B. i A. — = = C. H. $8291); Straub v. Commis- 
sioner, — B. T. A. — (337 C H. { 8266). 




























































































































































































































































































The Revenue Act of 1934 


By ArtHuR MALINA * 


HE TENTH Revenue Act since the adoption of 

the 16th Amendment has recently been placed 

upon the statute books. Whether His Majesty, 
Income Tax the X, will be able to rule with the iron 
hand which those who enthroned him contemplate, 
is something for the future to disclose. 

Hours could be spent in discussing this new law. 
The best that can be hoped for in a limited discus- 
sion, is to touch upon the principal changes and 
their effect. 

The Act starts by simplifying a hitherto trouble- 
some computation. It is made to 
apply to all taxable years beginning 
after December 31, 1933. Thus, 
fiscal year computations are elim- 
inated, and the more troublesome 
computation where the accounting 
period of a partnership and its mem- 
bers differ is also eliminated. A 
taxpayer having a fiscal year ending 
as late as November 30, 1934, will 
compute his tax under the Revenue 
Act of 1932. 

In spite of its many restrictions 
and limitations, the new law makes 
some concessions. The credit for 
dependents, and the personal ex- 
emption, are allowed in computing 
both the normal tax and the surtax. 
In connection with the personal ex- 
emption, where separate returns are 
filed by a husband and wife, the 
question has arisen whether such 
exemption may be divided in a dif- 








attempting to influence legislation. From the word- 
ing of this provision, it would appear that not all 
propaganda, but only such as attempts to influence 
legislation, is within the restriction. 

Expenses of earning wholly exempt income, other 
than interest, are not deductible. 

No loss may be taken on a sale or exchange of 
property between members of a family, or, except 
in the case of liquidation, between an individual and 
a corporation in which he owns, directly or indi- 
rectly, more than 50 per cent in value of the out- 
standing stock, stock owned by 
members of his family being con- 
sidered as owned by him. The 
family includes brothers, sisters, 
spouse, ancestors and lineal de- 
scendants. 

Further restrictions are imposed 
on the deduction of losses in the 
case of property acquired before 
March 1, 1913, and property ac- 
quired by gift. In the first case, the 
loss is measured by cost and not by 
March 1, 1913, value, where that 
value is greater than cost. 

In the case of property acquired 
by gift, the donor’s basis for loss is 
used only if less than the value at 
the time of the transfer. If such 
value at the time of transfer is low- 
er than the donor’s basis, such value 
must be used. The effect of this is 
to limit the deduction to the smaller 
loss. 





ferent proportion for normal tax 
than for surtax. Although I am in 
the minority, I believe it is possible 
to give the law such a construction. 

The New Law also provides for an earned income 
credit, allowable only for the purpose of the normal 
tax. The credit is 10 per cent of the earned net in- 
come, but not more than 10 per cent of the net 
income. $3000 of the income may be treated as 
earned income regardless of the source. If under 
$3000, it is all considered to be earned income. The 
maximum amount which may be treated as earned 
income is $14,000, on which the maximum tax sav- 
ing would be 4 per cent of $1400, or $56. 


Deductions 


In the case of deductions, the Congressional purse 
strings have been tightly drawn. Estate, inheritance, 
legacy, and succession taxes, heretofore allowable as 
deductions to the estate, may no longer be taken. 
Gift taxes are no longer deductible. Wagering losses 
are deductible only to the extent of gains from such 
transactions. A severe limitation, to be discussed 
later, is placed on the deduction of capital losses. 
Contributions otherwise deductible, are limited to 
specified organizations, if no substantial part of their 
activities is carrying on propaganda, or otherwise 

* Attorney at Law, Chicago. Address delivered before the Sixth 


Annual Conference of the Ohio Accountants Society at Columbus, Ohio, 
June 15, 1934. 
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It is interesting, in this connec- 
tion, to note that while such a limi- 
tation is placed on gift property, it 
is not placed on property acquired by a transfer in 
trust after December 31, 1920, in which case, the 
donor’s basis is retained as in prior law. No reason 
appears throughout the Committee discussions, why 
this distinction is made. What-benefits this distinc- 
tion may carry for the taxpayer, must be decided in 
the light of specific facts. It would seem that there 
may be cases where there would be a benefit. 


Depreciation 


While the new law does not change the provisions 
relating to depreciation, a definite change in the 
treatment of this subject has resulted from questions 
which arose in connection with the drafting of the 
1934 Act. The Sub-committee recommended that 
for the years 1934 to 1936, the allowable deduction 
be reduced by twenty-five per cent. The Treasury 
Department replied that the subject could be best 
handled through administrative methods, rather than 
by legislation, which might prove of doubtful con- 
stitutionality, and might, in some cases, result in 
hardship and unfairness to the taxpayer. The De- 
partment lost no time in announcing its change of 
policy. 

On February 28, 1934, T. D. 4422 was issued, 
amending all regulations from 69 to date, and pro- 
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viding that the deduction im any year, shall be lim- 
ited to such ratable amount as may reasonably be 
considered necessary to recover, during the remain- 
ing useful life of the property, the unrecovered cost 
or other basis. The burden was placed on the tax- 
payer to furnish complete information with respect 
to such cost or other basis of those assets on which 
depreciation is claimed. Such information includes 
their age, condition and remaining useful life, the 
portion of the basis recovered through depreciation 
allowances for prior years, and other information 
which the Commissioner might require. By this 
method, a definite check is provided upon the allow- 
able rate, depending upon the remaining useful life 
of the property at the beginning of each taxable 
year. Thus, an asset which cost $20,000 was thought 
at the time of acquisition to have a useful life of 
twenty years. At the end of ten years the sum of 
$10,000 has been recovered through depreciation de- 
ductions. It is then found that owing to good care 
in maintenance and repairs, or due to reduced use 
of the machine, it will have a remaining useful life 
of fifteen years instead of the ten remaining years 
of its originally estimated 20-year life. The Commis- 
sioner will then require that the undepreciated sum 
of $10,000 be depreciated at one-fifteenth, or six and 
two-thirds per cent, (some $660 odd dollars a year) 
instead of 5 per cent of $20,000, or $1,000 a year as 
deducted in all prior years. He has authority to 
make further adjustments for any taxable year there- 
after in which the facts indicate a change in the 
period of the remaining useful life. The Commis- 
sioner has issued a lengthy mimeograph? in which it 
is provided that the cost or basis of assets should 
be segregated into groups of accounts containing 
similar assets having approximately the same average 
life, to serve as a basis for depreciation deductions 
for current and future years. The mimeograph fur- 
ther provides that when an account contains more 
than one asset it will be presumed that the rate of 
depreciation is based upon the average life of such 
assets. In such averaged rate accounts, no losses 
will be allowable on the normal retirement of the 
assets. Instead, the entire cost of the assets retired, 
adjusted for salvage, will be charged to the deprecia- 
tion reserve. This has the effect of taking out of 
the reserve, not only the depreciation previously de- 
ducted on the retired asset, but also the unrecovered 
cost of the asset, thus prolonging the depreciation 
deduction period on the remaining assets in that 
account. In single item accounts, however, or in 
classified accounts where it is the practice of the 
taxpayer to base the rate of depreciation on the ex- 
pected life of the longest-lived asset of the entire 
account, the loss on the retirement of the asset is 
allowable. 


Decedents’ Returns 


Sections 42 and 43 simplify the returning of in- 
come and treatment of deductions and credits where 
a final return is made for a decedent. Much contro- 
versy has resulted from the question of how income 
due a decedent, but collected by his estate, should be 
handled in sucha return. In a way, this places such 
a return on an accrual basis regardless of the fact 
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that the decedent’s accounts were kept on a cash 
basis, as income, and deductions accrued to the date 
of death, though not actually received or paid must 
be congjdered in making such a return. Credits 
against net income so computed, as on dividends and 
partially exempt interest on Government securities, 
may be taken for such accrued items. 


Publicity of Tax Returns 


The new return publicity provisions make the tax- 
payer his own press agent and, in effect impose a 
tax within a tax. Section 55 requires every person 
to file with his return, a statement showing the fol- 
lowing items on the return: Name and address, 
total gross income, total deductions, net income, total 
credits against net income for purposes of the normal 
tax, and the tax payable. In case of failure to file 
such a statement with the return, the Collector is 
required to prepare it, and for this, the sum of five 
dollars is added to the tax. If such a statement is 
not filed with the return, due to an oversight, but 
the taxpayer files it later, but before the Collector 
has prepared it, it would seem that the five dollar 
charge would be unjust. It remains to be seen, how the 
Commissioner will rule in such a case. It should be 
remembered that the word “person” as used in the 
law means an individual, a trust or estate, a part- 
nership, or a corporation, and the publicity provi- 
sions apply to all such returns. The Commissioner 
has announced that the publicity provisions apply 
only to returns filed after December 31, 1934, and 
that such information will not be available for public 
inspection until some time after March 15, 1935. 


Provisions Affecting Partnerships 


Partnership provisions have been considerably 
changed. First, the deduction for contributions is 
allowed to the partnership, and not the partners, 
as heretofore. This is important in cases where the 
15 per cent limitation on such deductions is involved. 
Second, it is made clear that the credits for divi- 
dends or partially exempt interest, while allowable 
to the partners, are only allowable to the extent that 
they do not exceed the net income of the partnership. 
A third change relates to the basis of property con- 
tributed by a partner to the partnership. There has 
been much controversy on this question, the Board 
having held in one case that the partnership’s basis 
is the fair market value when conveyed to the part- 
nership. The law makes it clear that the basis to 
the partnership is that of the partner. Fiscal year 
partnership computations are eliminated. Where a 
partnership has a fiscal year ending in 1934, the 
partner, on a calendar year 1934, reports as income, 
his distributive share of the partnership for such 
fiscal year. The income of the partnership for such 
period is computed under the 1932 Act, except that 
the capital gain and loss provisions of the 1934 Act 
apply to the computation, but the limitation on capi- 
tal losses, that is, the provision that they are limited 
to $2,000 plus the capital gains, does not apply. Un- 
der present law, a member of a partnership with a 
fiscal year ending in 1934 will not be permitted to 
use 1932 rates on the income of the partnership for 
the part of its taxable year falling within 1933, 
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Consolidated Returns 


Much discussion arose in the drafting of the 1934 
Act, on the question of consolidated returns. Both 
houses retained the provision in the bill, but on the 
floor of the Senate it was eliminated. In conference 
it was agreed to limit the privilege to railroad cor- 
porations, the reason given, being that railroad cor- 
porations must usually be separately incorporated in 
various states in which they operate. In other 
words, where other affiliated corporations may ordi- 
narily be merged into one corporation and so get 
in effect the benefit which consolidated returns af- 
ford, railroad corporations may not do so. 

The rate of tax on such corporations is 2 per cent 
higher than that imposed on other corporations, 
namely, 153% per cent. 

In connection with consolidated returns it should 
be remembered that while the 1934 Act applies only 
to taxable years beginning after December 31, 1933, 
that is, to a calendar year 1934, or a fiscal year begin- 
ning in 1934, the law is retroactive in that it applies 
to transactions occurring in 1934, in the case of tax- 
able years beginning before its passage. 

This has a vital bearing on intercompany transac- 
tions. Such transactions not being recognized for 
purpose of gain or loss under the 1932 Act, affiliated 
corporations may have dealt with each other on a 
different basis under that Act from what they would 
have, had they known that consolidated returns priv- 
ileges would be withdrawn for years beginning in 
1934. For example, a corporation on a calendar year 
basis may have concluded a transaction in January, 
1934, with an affiliate, which resulted in a profit to it. 
Under the law as it stood in January, 1934, no gain 
was recognized on the inter-company transaction. 
Now, after the passage of the 1934 Act on May 10, 
the corporation finds that it was not affiliated under 
the law in January, and finds itself taxable on a gain 
which would otherwise not have been taxable. Had 
the fact been known in January, the sale might not 
have been made, or the transaction might have been 
arranged on some basis to legitimately minimize 
taxes, such as a possible reorganization. 

On the other hand, if the intercompany transac- 
action resulted in a bona fide loss under similar cir- 
cumstances, the corporation finds itself the unex- 
pected beneficiary of a deduction previously not 
allowed. 

With the consolidated return privilege abolished 
as to ordinary corporations, many parent corpora- 
tions will want to dissolve their subsidiaries. Here 
is a problem. Such a transaction was an intercom- 
pany transaction under the 1932 Act, and no gain or 
loss was recognized. If a parent company, having 
a fiscal year ending in 1934, intends to liquidate a 
subsidiary, it would be advisable to ascertain first 
whether a gain or loss will result. If the liquidation 
will result in a gain, it should be carried out before 
the end of the fiscal year ending in 1934, because the 
1932 Act will apply, and the liquidation will be an 
intercompany transaction from which no gain or loss 
will be recognized. On the other hand, if a loss will 
result, the liquidation should be postponed until 
after the close of the fiscal year ending in 1934. In 
that way, the 1934 Act will apply because the trans- 
action will occur in a taxable year beginning in 1934, 
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and since there will be no consolidated returns priy- 
ilege and, therefore, no intercompany transactions, 
the loss will be allowable. 

In connection with such liquidations, it should be 
remembered that the gain where taxable is fully tax- 
able, regardless of how long the stock has been held. 
A loss, if deductible, would, however, in the case 
of a corporation be deductible under the limitation in 
Sec. 117(d) to the extent of gains from sales or ex- 
changes of capital assets plus $2000. 

Due regard must be had in determining the loss 
for operating losses of subsidiaries previously de- 
ducted in the consolidated return. 


Personal Holding Companies 


An innovation in revenue provisions is Section 351 
of the 1934 Act, relating to personal holding compa- 
nies. Quite formidable in language and arrangement 
is this far-reaching reform. Innocently enough it 
starts out with imposing a tax on the undistributed 
adjusted net income of every personal holding com- 
pany, a surtax in two brackets, 30 per cent of the 
amount not in excess of $100,000 and 40 per cent on 
the excess. 

The section then proceeds to define a personal 
holding company to mean any corporation (other 
than an exempt corporation, certain banks, life in- 
surance companies and surety companies) if (a) at 
least 80 per cent of its gross income for the taxable 
year is derived from royalties, dividends, interest, 
annuities and (excepting dealers in securities) gain 
from the sale of stocks or securities. At this early 
point, two questions present themselves. First, the 
law says that 80 per cent of.the gross income must 
be from royalties, dividends, etc., and gain from the 
sale of securities. Does this mean a corporation 
must have income from all five of these sources be- 
fore it may be classified as a personal holding com- 
pany? The word “and” is conjunctive. It means 
that a personal holding company is one which has 
80 per cent of its gross income from four enumerated 
items just mentioned and a fifth item. The courts 
have sometimes held that the word “and” may be 
construed as “or.” How they would hold in this 
instance, especially in view of the congressional in- 
tent as expressed in committee reports, is prob- 
lematical. I call the matter to your attention for 
such consideration as it may merit, should you be 
faced with the problem. 

The next question to be answered—and it is truly 
an accountant’s question—is what is the gross in- 
come of the corporation? In past years the question 
was not so important. For the purpose of classify- 
ing personal holding corporations, however, it be- 
comes extremely important, because if certain types 
of investment income equal 80 per cent of the gross 
income the classification may be incurred. Conse- 
quently the higher the entire gross income, the smaller 
will be the percentage of the investment income to that 
gross income. The accountant will have a leading 
part in clarifying this question. For instance, a man- 
ufacturing corporation is computing its gross in- 
come. It has operating income and investment 
income. What will be its gross income from opera- 
tions? Ordinarily, we would say that it is the gross 
sales less cost of goods sold, but here is the vital 
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question—what is the cost of goods sold? Every 
addition to such cost will reduce gross profit and 
every reduction in gross profit will increase the per- 
centage which the investment income will bear to 
the gross income. To put it specifically, how far 
must labor costs, freight, overhead and other items 
be charged against the cost of goods sold thus re- 
ducing the gross profit? It is a fine accounting 
problem. 

It will be readily seen that in lean years when 
operating income is low, a corporation which has 
even a small amount of investment income may be 
subjected to classification as a personal holding com- 
pany even though such was never the purpose for 
the formation of the company, if the investment in- 
come is at least 80 per cent of the gross income for 
the taxable year. In connection with the types of 
income which go to classify a corporation, it will be 
noted that income from rents is not included. This 
item is eliminated because it was thought that a 
great deal of real estate business is done by small 
family corporations which are regarded more as 
operating companies than holding companies. 

In addition to the gross income test just described, 
a further test is applied, namely, that a corporation 
is so classifiable if at any time during the last half 
of the taxable year more than 50 per cent in value of 
its outstanding stock-is owned directly or indirectly 
by or for not more than five individuals. All mem- 
bers of a family owning stock are considered as one 
individual, and stock owned by a corporation, part- 
nership, estate or trust is considered as being owned 
by the shareholders, partners or beneficiaries. This 
provision prevents increasing the number of share- 
holders through distribution of stock ownership 
amongst closely related or allied individuals or 
interests. 

The act defines adjusted net income which is the 
starting point for the computation, as net income 
computed without deducting dividends, less income 
and profits taxes other than this surtax, contribu- 
tions, not otherwise allowable, and losses from sales 
or exchanges of capital assets disallowed under the 
capital gain and loss provisions under the law. In 
determining the amount subject to the surtax, or 
in arriving at the undistributed adjusted net income, 
the adjusted net income, as just described, is de- 
creased further by 20 per cent of the excess of the 
adjusted net income after excluding of dividends re- 
ceived from personal holding companies allowable as 
a deduction for income tax purposes. It is further 
decreased by amounts used or set aside to retire 
indebtedness incurred before January 1, 1934, if such 
amounts are reasonable, and by dividends distributed 
during the taxable year. The resulting figure is the 
amount to which the surtax rates are applied. 

It should further be noted that this being a surtax, 
partially exempt liberty bond interest which would 
not be subject to the ordinary corporation tax but 
which by Acts authorizing the issue is subject to 
surtax, will be subject to this surtax. 

A method is provided for avoiding the tax if the 
shareholders of the corporation include, at the time 
of filing their returns, in their gross income their 
pro rata shares of the adjusted net income whether 
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or not distributed. This refers presumably to an 
original and not amended returns. 

The credit for foreign taxes may not be used 
against this surtax, nor in computing the foreign 
tax credit. The Conference Committee report on 
the Bill, however, states that such foreign taxes may 
be deducted from the income subject to this surtax, 
even though credit is taken for them against the 
regular corporation tax. While this would be an 
advantage to the taxpayer, the conclusion can only 
be reached through the most circuitous reasoning, 
and then not without doubt. 


Capital Gains and Losses 


Another provision which came in for its full meas- 
ure of attention by Congress was capital gains and 
losses. 

Revision of this problem was necessary because 
of the unsatisfactory results attendant on the old 
provision. Congress did not deem it advisable to 
adopt the British method of completely ignoring 
capital gains and losses, and prescribed a new treat- 
ment for this subject. Section 117(a) provides that 
in the case of a sale or exchange of a capital asset 
certain percentages of the gain or loss are recognized 
in computing income, by taxpayers other than cor- 
porations, the percentage being dependent upon the 
length of time the taxpayer has held the asset. 
There are five of these percentage brackets recogniz- 
ing one hundred, eighty, sixty, forty and thirty per 
cent of a gain or loss where the property has been 
held for less than one year, more than one year, two 
years, five years and ten years, respectively. 

Capital assets are defined to mean property held 
by the taxpayer, whether or not connected with his 
trade or business, but do not include stock in trade 
or other property properly includible in inventory, 
or property held primarily for sale to customers in 
the course of the taxpayer’s trade or business. 

The practical application of this section appears to 
be that the gain or loss on each capital asset is com- 
puted under the applicable percentage recognized 
and that the gains so computed are added, and the 
total is compared with the total of the losses, simi- 
larly computed, to arrive at the taxable gain or 
deductible loss. 

There seems to be some feeling that the gains and 
losses in each bracket must be computed separately 
and set against each other according to brackets to 
arrive at the sum total, but this is not the intent as 
expressed in the Committee Reports on the Bill. 

If the result of setting the totals of gains and 
losses so computed against each other is a net loss, 
then the law provides that such loss may be deducted 
only to the extent of $2000 plus the gains from such 
sales or exchanges. 

It seems, however, that the loss provision in Sec. 
117(d) has been inaptly phrased, as the law says 
that these losses shall be allowed to the extent ot 
$2,000 plus the gains from such sales or exchanges. 
The phrasing would seem to indicate that the full 
gains and losses, rather than the percentage gains 
and losses, are to be applied against each other in 
computing the allowable loss since the law does not 

say that the losses are deductible to the extent of 
resulting percentages computed in accordance with 
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subsection (a), but merely that they are deductible 
to the extent of the gains which would appear to 
mean actual gains and actual losses. There is little 
doubt that Congress did not intend this to be so, 
but the phraseology does not seem to state what 
Congress intended. There are some tax men who 
think that the use of the word “such” in connection 
with the phrase “sales or exchanges” refers to the 
percentage of the gain from such sales or exchanges. 
However, it is equally possible to say that the word 
“such” applies merely to the sale or exchange of a 
capital asset and not to the recognizable gain or loss 
on such sale or exchange. The point is a very close 
one and I seem to be in the minority in this view. 
However, I desire to call it to your attention in con- 
nection with the discussion of this section. 


One provision of the Commissioner’s Regulations 
which heretofore has been very troublesome in con- 
nection with the sale of stocks and securities will 
now loom in greater importance in connection with 
the holding periods of Section 117. I refer to the 
provision that where securities are bought at differ- 
ent times and at different prices, and the identity of 
the shares sold cannot be determined. It is pre- 
sumed in such a case, that the sale was from the earli- 
‘est acquired stock. This is what tax men have come 
to call the “First in, first out rule.” Where a gain 
results, this rule will be advantageous to the tax- 
payer because he will report a smaller percentage 
of the gain since it will be presumed that the stock 
held the longest is that which was sold. On the 
other hand, the rule will be to the disadvantage of 
the taxpayer in cases where a loss results from the 
sale of such securities, as the loss will be limited 


to a greater extent, as the securities are held a longer 
period. 


It will be advantageous to have all of a taxpayer’s 
securities identified for the purpose of the new law. 
In this manner, each block of securities would be 
identified both as to time of acquisition and cost. 
Accordingly, knowing his market and his basis, the 
taxpayer is in a position to sell that particular block 
of securities which will be most advantageous to him 
from the viewpoint of taxation. For example, a tax- 
payer has one hundred shares of stock held for more 
than ten years. His actual loss on a sale of the stock 
would be $2,000. Under the law, thirty per cent of 
the loss or $600 would be recognized. On the other 
hand, he might also have one hundred shares of the 
same stock which can be identified and which have 
been held for less than one year, which show a fully 
deductible loss of only $400. If he can identify this 
stock, he will want to sell the first acquired stock 
because it will show a greater deductible loss. If he 
cannot identify it in this case, he will get the same 
loss because it is presumed that he sold the earliest 
acquired stock. On the other hand, if the most re- 
cently acquired stock would show a larger loss it 
would be an advantage to be able to identify the 
stock, because if he cannot do so, the loss would be 
measured by the basis and holding period of the 
earliest acquired stock. 

There are other provisions relating to capital losses 
which are also important. For instance, in the case 
of incorporated banks or trust companies, the loss 
is allowable without regard to the loss limitation of 
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$2000 plus capital gains except that the portion of 
the loss represented by the amount of the cost above 
par is subject to the limitation. If a bank purchased 
securities at 110 and sold them for 80, there would 
be a $30 loss of which $20 would be allowable with- 
out limitation. The remaining $10 of the loss would 
be subject to the limitation. 

Another provision relates to short sales, in connec- 
tion with which, the law provides that such sales are 
considered as gains or losses from sales or exchanges 
of capital assets. The interpretation of this provision 
is that the percentage of recognizable gain or loss 
will depend upon the time the property was held 
which is used to cover the short sale. Thus, if a 
taxpayer sells short one hundred shares of stock, 
owning at the same time one hundred shares of such 
stock, and if he later uses the shares which he owns 
outright to cover the short sale, the gain or loss will 
be recognized in accordance with the period for 
which the stock used to cover was held. It would 
seem, therefore, that if on one hundred shares of 
the stock which he has sold short, the taxpayer, 
instead of using those he holds to cover his short 
sale, goes into the open market to buy them, and 
immediately closes the transaction, the gain would 
be treated as gain from property held one year or less 
and will be fully taxable and a resulting loss fully 
deductible. If, on the other hand, he uses his own 
stock to cover the transaction, the amount of recog- 
nizable gain or deductible loss would be limited to 
the percentage applicable to the period of time for 
which the stock is held. Stock operators will, there- 
fore, probably find a study of this section advan- 
tageous in determining procedure on short sales. 

Another provision which should be noted is that 
distribution liquidations are taxable to the full extent 
of one hundred per cent of the gain, regardless of 
how long the stock was held, but that deductible 
losses are limited to the percentage bracket appli- 
cable to the holding period. 

In installment sale obligations the gain or loss 
recognized is treated as resulting from the sale or 
exchange of the property in respect of which the 
obligations were received. Accordingly, if prop- 
erty was held less than one year and sold on an 
installment basis, installments being payable over a 
period of five years, a gain from the sale of any note 
would be regarded as a gain from property held less 
than one year and be fully taxable, though realized 
by sale more than one year later. 


Capital Stock and Excess Profits Taxes 


While not classifiable as income taxes, the capital 
stock and excess profits taxes are so closely allied to 
the taxation of income, as to merit attention. Most 
of us are fairly familiar with these taxes as imposed 
by the N. I. R. A. It is the purpose here to point 
out the principal changes resulting in the 1934 Act. 

First, it is noted that regardless of the value de- 
clared in prior capital stock tax returns, a new value 
may be declared in the return filed for the year end- 
ing June 30, 1934. As heretofore, this value may be 
declared at any figure the corporation sees fit. It is 
usually advisable to declare a value equal to eight 

(Continued on page 445) 
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Definition —‘“‘Reorganization” Under 


the Revenue Act of 1934. 


By GeorceE S. HILts * 


HE Revenue Act of 1934 amends the definition 
| of a “reorganization” in an attempt to prevent 
the non-taxability of certain strict “reorganiza- 
tions” which are in effect ordinary sales. The Com- 
mittee Report of the House of Representatives 
criticized the definition contained in the Revenue 
Act of 1932 and prior Acts with a statement that 
“astute lawyers frequently attempted, especially dur- 
ing the prosperous years, to take advantage of these 
provisions by arranging in the technical form of a 
reorganization, within the statutory definition, what 
were really sales.” The Report proposed that reor- 
ganizations be limited to “(1) statutory mergers and 
consolidations ; (2) transfers to a controlled corpora- 
tion, ‘control’ being defined as an 80-percent own- 
ership; and (3) changes in the capital structure or 
form of organization.” 

The Senate, however, recognized that reorganiza- 
tions are commonly and often necessarily accom- 
plished by means of a sale of assets, and proceeded 
to broaden the definition by the insertion of language 
which, on analysis, appears to be of questionable 
value. The Senate Committee Report found that 
“Not all of the states have adopted statutes provid- 
ing for mergers or consolidations and, moreover, a 
corporation of one state cannot ordinarily merge 
with a corporation of another state. The Committee 
believes that it is desirable to permit reorganizations 
in such cases, with restrictions designed to prevent 
tax avoidance.” The definition of “reorganization” 
proposed by the House was modified, and, on con- 
ference, the House receded. 

It is the purpose of this article to present a critical 
analysis of the old and the new definitions, as applied 
to a purchase and sale of assets as a means or. vehicle 
of corporate reorganization. The texts are as 
follows: 

Acts of 1932, 1928, 1926 and 1924 


The term “reorganization” means (A) a merger or con- 
solidation (including the acquisition by one corporation 
of at least a majority of the voting stock and at least a 
majority of the total number of shares of all other classes 
of stock of another corporation, or substantially all the 
properties of another corporation), or (B) a transfer by 
a corporation of all or a part of its assets to another 
corporation if immediately after the transfer the transferor 
or its stockholders or both are in control of the corporation to 
which the assets are transferred, or (C) a recapitalization, 
or (D) a mere change in identity, form, or place of organi- 
zation, however effected. 


Act of 1934 


The term “reorganization” means (A) a statutory merger 
or consolidation, or (B) the acquisition by one corporation 
in exchange solely for all or a part of its voting stock: of at 
least 80 per centum of the voting stock and at least 80 per 
centum of the total number of shares of all other classes of 
stock of another corporation; or of substantially all the 
properties of another corporation, or (C) a transfer by a 
corporation of all or a part of its assets to another corpo- 
ration if immediately after the transfer the transferor or 





* Of the New York Bar. 


its stockholders or both are in control of the corporation 
to which the assets are transferred, or (D) a recapitali- 
zation, or (E) a mere change in identity, form, or place 
of organization, however effected. 

The material operative differences between the old 
and the new definitions are the following, not includ- 
ing the change from a “majority” to “80 per centum” 
which is not pertinent to this discussion: 

1. The addition of the word “statutory” as a con- 
traction of “merger or consolidation.” 

2. The elimination of the parenthetical inclusion 
of an “acquisition” as a “merger or consolidation.” 

3. The segregation of an acquisition of shares or 
assets from a merger or consolidation by the word 
“or,” which is used to denote both the conjunctive 
and the disjunctive (Reg. 77, Art. 577). 

4. The limitation of “acquisition” by the words 
“in exchange solely for all or a part of its voting 
stock.” 

The history of “reorganization” commences with 
the 1918 Act (Sec. 202(b)), which used the phrase 
“reorganization, merger or consolidation” without 
definition. The 1921 Act (Sec. 202(c)(2)) used 
“reorganization” generally, but provided that it “in- 
cludes” the transactions described in (A), (C) and 
(D) of the Acts from 1924 to 1932 inclusive. Sub- 
division (B) did not appear until the 1924 Act, at 
which time the definition was inserted in that part 
of the Act relating to gain or loss from sales or ex- 
changes. Also in the 1924 Act the word “means” 
was used instead of the word “includes,” which 
probably indicates an intention that the definition 
is to be all inclusive and to exclude all transactions 
not described. 


Merger or Consolidation 


Corporation lawyers think of a merger or consoli- 
dation as statuory proceedings carried out in strict 
conformity with the corporation laws of the state or 
states of incorporation. The insertion of the word 
“statutory” before “merger or consolidation” adds 
nothing to the intentions or requirements of corpo- 
ration law. That word does, however, have real 
significance for tax purposes, as it deprives “merger 
or consolidation” of every generality and restricts 
the transactions falling within its borders to pro- 
ceedings called “mergers” or “consolidations” by the 
applicable statutes. Although such words have been 
used by lawyers, business men and the courts to 
describe every conceivable form or method of com- 
bination, a cursory examination of the business cor- 
poration laws of the forty-eight states discloses that 
fifteen states have no statutory provision for “mer- 
ger” or “consolidation,” sixteen states have statutory 
provisions limited to domestic corporations, and 
seventeen states have statutory provisions covering 
domestic corporations and foreign corporations. 

The Board of Tax Appeals and the General Coun- 
sel have recognized the difference between a merger 
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and a consolidation,’ but the difference is not essen- 
tial in determining whether a particular transaction 
is a “reorganization.” On the other hand, several 
recent decisions have tipset the tendency to accept 
as “reorganizations” all sales of assets which fall 
within the parenthetical inclusion of an “acquisi- 
tion” as a “merger or consolidation.” ” 


In Pinellas Ice Co. v. Commissioner, 287 U. S. 462 
(1932), a corporation sold its assets to another cor- 
poration for cash and promissory notes. The Su- 
preme Court cited the definition of reorganization 
and said: 

The words within the parenthesis may not be disre- 
garded. They expand the meaning of “merger” or “con- 
solidation” so as to include some things which partake of 
the nature of a merger or consolidation but are beyond the 
ordinary and commonly accepted meaning of those words 
—so as to embrace circumstances difficult to delimit but 
which in strictness cannot be designated as either merger 
or consolidation. But the mere purchase for money of 
the assets of one company by another is beyond the evi- 
dent purpose of the provision, and has no real semblance 
to a merger or consolidation. Certainly, we think that to 
be within the exemption the seller must acquire an interest 
in the affairs of the purchasing company more definite than 
that incident to ownership of its short-term purchase- 
money notes. 

Similarly in Cortland Specialty Co. v. Commissioner, 
60 F. (2d) 937 (1932), it was held that “a sale of 
assets of one corporation to another for cash with- 
out the retention of any interest by the seller in the 
purchaser is quite outside the objects of merger 
and consolidation statutes.” A “merger” was 
described as “an absorption by one corporation of 
the properties and franchises of another whose stock 
it has acquired. The merged corporation ceases to 
exist, and the merging corporation alone survives.” 
A “consolidation” was defined as involving “a dis- 
solution ‘of the companies consolidating and a trans- 
fer of corporate assets and franchises to a new 
company.” 

The late case of Helvering v. Gregory, 69 F. (2d) 
809 (1934), delves into the intent of the taxpayer 
and holds that a certain transaction strictly within 
the definition of a “reorganization” is entitled to none 
of its benefits as “To dodge the shareholder’s taxes 
is not one of the transactions contemplated as corpo- 
rate ‘reorganizations.’” The soundness of that de- 
cision is questionable. 

The inclusion of the word “statutory” in the 1934 
Act gives “consolidation or merger” an entirely new 
meaning for tax purposes and requires distinctions 
and differentiations not heretofore necessary. A sale 
of assets, however accomplished, can under no cir- 
cumstances be either a merger or a consolidation. 
Under the 1934 Act, a transaction is not a merger 
or consolidation unless it is carried out under and 
pursuant to a statute of merger or consolidation. 
A statutory sale of assets or a statutory dissolution 
is not a statutory merger or a statutory consolida- 
tion even if the results are similar. The word “statu- 
tory” is not defined, and the statute may be a state 
or Federal statute, general or special. A court deci- 
sion which refers to a sale of assets as a “merger” 
or as a “consolidation” does not change the sale 
into a statutory merger or consolidation, and general 


1 Watts et al., 28 B. T. A. 1056; G. C. M. 1880, VI-1 CB 92. 
*See G. C. M. 3110, VITI-1 C. B. 51. 
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court definitions such as those found in the Cortland 
Specialty Co. case, supra, are not controlling. 

The use of “or” in the place of the parenthetical 
inclusion also breaks the tie between acquisitions 
and sales on the one hand, and mergers and con- 
solidations on the other hand. 

In Exchange Solely for * * * Voting Stock 

The 1934 Act amends the words “acquisition * * * 
of” to read “acquisition * * * in exchange solely 
for all or a part of its voting stock.” This amend- 
ment must, for analysis, be divided into three parts: 

(a) “in exchange * * * for,” 

(b) “solely,” and 

(c) “voting stock.” 


In Exchange * * * For 


What is the difference between “acquisition * * * 
of” and “acquisition in exchange * * * for” or “in 
exchange solely for.” To constitute an exchange a 
transaction must be “a reciprocal transfer of prop- 
erty for property as distinguished from a transfer 
of property for a money consideration.” * The pay- 
ment of a commission to negotiate an exchange does 
not take the transaction out of the classification of 
an exchange.** The payment of all cash or securi- 
ties equivalent to cash constitutes a purchase, 
not an exchange,* but an exchange of property and 
cash for other property has been held to be within 
“exchanged solely for property” as used in Sec- 
tion 112(b) (1) of the 1928 Act. 

The word “exchange” is obviously narrower than 
the word “acquisition,” and it is important under 
the 1934 Act that the characteristics of an exchange 
be maintained. A difference in language between 
subdivisions (B) and (C) is to be noted in this con- 
nection. Subdivision (C) covers a transfer of assets 
with the control of the transferee in “the transferor 
or its stockholders or both,” whereas subdivision (B) 
is strictly limited to acquisitions in exchange by one 
corporation of certain assets or shares of another 
corporation. The transferor corporation, not its 
shareholders, is entitled to the consideration given 
in exchange for its assets, and the shareholders, not 
the corporation, are entitled to the consideration 
given in exchange for their shares. It seems im- 
probable, but possible, that an “exchange” would not 
include an issuance of shares by the transferee corpo- 
ration directly to the shareholders of the transferor 
corporation on a sale of assets, as the shareholders 
would be nominees of the transferor and beneficial 
owners of the assets transferred. 


Solely 


The word “solely” has been the subject of numer- 
ous decisions and rulings. It plays a prominent part 
in Section 112(b) of the 1934 Act and in the corre- 
sponding Sections of prior Acts, and the reader has 
the advantage of comparison with subdivision (c) 
and (e) of Section 112 which provide for exchanges 
“not solely” in kind. The texts of subdivisions (c) 
and (e) (and also subdivision (d)) use the words 
“not only” rather than “not solely,” which appears 
in the title. 

31. T. 1410, 1-2 C. B. 25. 

sa J. T. 1410, 1-2 C. B. 25. 


4 Pinellas Ice Co. v. Commissioner, supra; G. C. M. 2862, VII-2 C. B. 
161; Detroit Egg Biscuit & Specialty Co., 9 B. T. A. 1365. 
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As used in the definition of “reorganization” in 
the 1934 Act, the word “solely” stands alone and 
produces a restrictive effect which is more severe 
than the purposes for which it was used seem to 
justify. In fact, it may not be possible to accom- 
plish a “reorganization” by the sale of assets of a 
going concern except in rare instances. As stated 
above, statutory mergers or consolidations are fre- 
quently unavailable because of deficient State laws. 
A sale of assets in exchange solely for voting stock 
is a difficult and narrow alternative for corporations 
which can not merge or consolidate. 

What, for instance, does the word “solely” ex- 
clude? 

‘Suppose a corporation acquires substantially all 
the assets of another corporation in exchange for 
shares of its voting stock, and, as usual and neces- 
sary in the case of a going concern, assumes and 
agrees to pay the liabilities of the transferor. Regu- 
lations 77 and Regulations 74 (Art. 69) provide, with 
respect to the acquisition of assets, that: “If the 
purchaser takes over all the assets and assumes the 
liabilities, the amount so assumed is part of the sell- 
ing price.”*® A like position on a collateral issue 
was taken by the Board of Tax Appeals and the Cir- 
cuit Court of Appeals, but reversed by the Supreme 
Court, : Helvering v. American Chicle Company 
291 U. 426 (1934). On the authority of United 
States v. Kirby Lumber Co., 284 U. S. 1 (1931), which 
held that the words of the ‘Act must be taken in their 

“plain popular meaning,” the Supreme Court held 
that gain was recognized upon the purchase by one 
corporation at less than par of bonds of another cor- 
poration whose assets it had acquired and whose 
liabilities it had assumed. It would seem that the 
“plain popular meaning” of “solely,” when applied 
to the usual reorganization by purchase and sale of 
assets, would not exclude an assumption of liabili- 
ties. The real consideration for the assets acquired 
is the securities, property or cash issued or paid, 
which consideration is based on net worth or earn- 
ing capacity. The amount and nature of liabilities 
assumed is a factor in the determination of net worth 
and earning capacity, and not in a popular sense an 
addition to the purchase price. 

Yet the courts have held that an assumption of 
liabilities constitutes part of the purchase price. In 
Athol Mfg. Co. v. Commissioner, 54 F. (2d) 230 
(1931), the Court affirmed the Board of Tax Appeals 
and the Commissioner, holding that amounts paid by 
the transferee corporation to satisfy the obligations 
of the transferor corporation it had assumed “were 
a part of the consideration for the purchase of the 
assets of the old company; that they were part of 
the cost to the petitioner of those assets and consti- 
tuted a capital, not a business, expense.” Likewise 
in Falk Corporation v. Commissioner, 60 F. (2d) 204 
(1932) taxes of the transferor assumed on an acqui- 
sition of assets and later paid by the transferee were 
held not deductible.® 

It has also been held that the assumption of liabili- 


ties constitutes “other property or money.” InG.C. 
M. 4935, VII-2 C. B. 112, the phrases “exchanged 





5 See also I. T. 2364, VI-1 C. B. 13. ¢ 
® See also Consolidated Coke Co., 25 B. T. A. 345. 
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solely for property” and “other property or money” 
under the 1926 Act? were at issue, and the General 
Counsel ruled that a mortgage assumed should be 
treated as “money.” On the other hand, the ques- 
tion was apparently disregarded or overlooked in 
I. T. 2392, VI-2 C. B. 17 in which a purchase of 
assets accompanied by an assumption of liabilities 
was ruled a “reorganization.” 

The nature of the liabilities assumed may be per- 
tinent in determining whether an ,assumption of 
liabilities violates the word “solely.” Liabilities in 
existence at the time of sale resulting from the ordi- 
nary course of business and which were not specially 
created or incurred by the transferor as a part of or 
in anticipation of the sale may not be considered as 
additional consideration. On the other hand liabili- 
ties created or incurred for the purposes of the sale 
may well be treated as additional consideration. If 
the transferor corporation creates an issue of notes, 
incurs commitments or obligations, or guarantees 
the obligations of another for the avowed purpose of 
passing such obligations to its transferee, it is very 
possible that the acquisition has not been “in ex- 
change solely for” shares of stock. There are also 
borderline cases which may arise by virtue of Trust 
Indenture provisions such as the usual requirement 
that the unsecured funded debt of a transferor be 
secured immediately prior to or as a part of a sale 
of assets, thereby converting a junior debt of the trans- 
feror into a senior debt of the transferee. An as- 
sumption of liabilities subsequent to a sale has been 
held to be not “a part of the consideration of the 
purchase price.” § 

An interesting distinction which may be of value 
is found in Turner-Farber-Love Co. v. Helvering, 68 
F. (2d) 416 (1933). The Court held that the trans- 
feree corporation was not entitled to a deduction for 
amortized discount on bonds of a transferor corpora- 
tion assumed by it on a purchase of assets, and dif- 
ferentiated the case from Western Maryland Ry. Co. 
v. Commissioner, 33 F. (2d) 695 (1929), in which a 
similar deduction was allowed to “a reorganized cor- 
poration which had taken over the assets and as- 
sumed the liabilities of another” pursuant to a 
statutory consolidation. The Court held in the in- 
stant case that “There was obviously no merger or 
consolidation of the two companies, but an outright 
sale of the assets of the one to the other,” and that 
that difference was controlling. An assumption of 
liabilities is usual in a “statutory merger or consoli- 
dation” as defined in the 1934 Act, and it is not 
unreasonable to contend that an assumption of lia- 
bilities is to be expected in a sale of assets. 

An acquisition of “at least 80 per centum of the 
voting stock and at least 80 per centum of the total 
number of shares of all other classes of stock of 
another corporation” does not involve a direct as- 
sumption of liabilities, and it is arguable that an 
assumption of liabilities in such case would violate 
the word “solely.” If an assumption of liabilities is 
to be permitted, it is quite apparent that the assump- 
tion must be an incidental and usual step in a trans- 

(Continued on page 447) 

7 Sec. 203(b)(1) and (d)(1). 


8 Piedmont Wagon & — Co. v. United States, 6 F. Supp. 125 
(Ct. Cl. 1934). 









































































































































































































































































































































Who Pays the Tax? 


By Epwin S. Topp * 


HE shifting and incidence of taxes constitute 

one of the most important and at the same time 

one of the most intricate problems in modern 
public finance. Shifting a tax connotes the process 
by which a tax burden may be handed on from one 
person to another; while incidence connotes the final 
resting place of the tax. The theory of shifting and 
incidence has been so completely covered by other 
writers that it is almost impossible to say anything 
new from the standpoint of principle ; but experience in 
the tax field has shown the necessity for the reiteration 
and illustration of these _prin- 
ciples in order to remove the misap- 
prehension and misunderstanding 
which still persist in regard to the 
ultimate resting place of taxes. 
Avoiding therefore, as far as pos- 
sible, all highly technical terms and 
the refinements of economic theory, 
let us examine the possibilities of 
shifting in the various tax fields in 
order to find out as accurately as 
possible who bears the burden of 
taxation. 





I. Nature of Shifting and Incidence 


1. In order to have a clear under- 
standing of the precise meaning of 
shifting and incidence we must first 
distinguish clearly between the inci- 
dence of taxes and the general eco- 
nomic effects of taxes. Incidence 
refers only to the person or the 
group who finally bears the burden 
of a tax; while the effects of taxation 
have to do with the changed indus- 
trial or commercial or social condi- 
tions brought about by taxation. Confusion of 
thought in regard to these two distinct concepts has 
led to many erroneous notions and conclusions in 
regard to the true nature of shifting and incidence. 
Recurring to the ancient dictum that the power to 
tax is the power to destroy, we have many illustrations 
of the fact that taxation may destroy industry and 
trade although the process may not involve shifting 
of the tax burden. For example, the tariff duties im- 
posed by the United States on the importation of 
certain types of straw hats, almost completely de- 
stroyed that industry in the Italian villages near 
Florence. Even though a tax may be shifted, there 
may be concomitant economic effects which must be 
clearly distinguished from the process of shifting the 
tax burden. We have a good example of this funda- 
mental distinction in the current Federal tax on bank 
checks. While the tax burden has been shifted by 
the banks to the depositors, nevertheless the tax has 
resulted in the use of a far greater amount of cur- 
rency in all parts of the country than was customary 
before the tax was imposed. Depositors use “coun- 
ter” checks which are made payable to “cash” and 


* Miami University. ? 


Epwin S. 


which do not leave the bank, in order to secure cur- 
rency with which to meét their obligations. Since 
these “counter” checks are not taxed, the Federal 
treasury has not realized the amounts expected from 
the tax on ordinary checks. Here we have a phenom- 
enon which was never contemplated by the law mak- 
ers and which illustrates a profound change in habits 
of making commercial payments. 

2. In the second place, we must stress the fact 
that the problems of shifting and incidence are not 
nearly so simple as many people would have us be- 

lieve. There is even in our day a 
prevalent popular notion that every 
tax is finally borne by everybody. 
Especially is this true of the popular 
notion in regard to all sales and 
property taxes. One very frequently 
hears the expression: “Oh well, 
what is the use in discussing the 
subject, we all know that the con- 
sumer pays the tax anyhow.” This 
persistent popular notion rests upon 
a theory of tax shifting called the 
diffusion theory. The theory as- 
sumes that it makes no difference 
what kind of taxes may be imposed, 
inasmuch as they will not remain 
for any length of time on the per- 
sons intended to pay them. The tax 
burden will eventually be diffused 
throughout the community through 
the various processes involved in 
the exchange of goods or in the 
making of contracts for the use of 
goods. 
Topp This theory is entirely too simple 
as an explanation of the process of 
tax shifting and incidence. It is fallacious because it 
does not square up with the facts in the case. To 
be sure, there may be, and frequently is, diffusion of 
many kinds of taxes; but tax shifting is by no means 
a common phenomenon. As a matter of fact, as 
we shall proceed to show, many taxes cannot be 
shifted at all, while many others may be borne in 
part by producers or sellers and in part by consum- 
ers. The diffusion theorists have taken an easy path 
in disposing of the question of incidence, but they 
have taken a dangerous path because they have ig- 
nored or swept aside what are undoubtedly the most 
difficult and intricate problems in the administration 
of public finance. As Professor Lutz points out: 
“The diffusion theory may be a comfortable one for 
finance ministers, but it is a dangerous one for the 
state which levies unfair or inequitable taxes and 
trusts blindly to shifting to equalize the burden and 
remedy the evils.” Our conclusion is therefore thai 
public fiscal administrators must clearly understand 
and reckon with the principles and the implications 
involved in the shifting and incidence of taxes if they 
are to construct anything approaching an ideal tax 
system. 


1H. L. Lutz, Public Finance, p. 319. 


= + no 


a ee ee Se ed oe oe wel 


0 ae sees 








ur- 
ace 
ral 
om 
m.- 
ak- 


its 


act 
not 
be- 
ya 
ery 
dy. 
ilar 
and 
atly 
ell, 
the 
on- 
‘his 
pon 
the 
as- 
nce 
sed, 
lain 
per- 
tax 
ised 
ugh 
l in 
the 
e of 


nple 
s of 
se it 
To 
n of 
Pans 
, as 
t be 
e in 
um- 
path 
they 
2 ig- 
nost 
ition 
out: 
» for 
- the 
and 
and 
that 
tand 
Hons 
they 
| tax 





August, 1934 

































































II. Taxes on Urban Real Estate 


N all the states of the United States, taxes on urban 

real estate are levied on the owners. We may, 
therefore, consider taxes on urban realty under two 
heads: First from the standpoint of their influence 
on capital or sale values; and, second, from the 
standpoint of the owner’s ability to shift the tax to 
the tenant. Under the second head, we may also 
consider the possibility of shifting the tax to the 
consumer in a case where the owner of real estate 
used for mercantile trade is also acting in the ca- 
pacity of enterpriser. 


1. Influence of realty taxes on capital values. There 
is general agreement among students of public 
finance that a tax on urban real estate cannot be 
shifted from the seller to the buyer. The tax will fall 
in its entirety on the one who owned the realty before 
the tax was imposed for the reason that the tax will 
be capitalized by a prospective purchaser at the cur- 
rent rate of interest and the resultant amount sub- 
tracted from the old capital value in order to determine 
the new purchase price. This process by which the 
capital value of realty depreciates as a result of new 
special taxes is called the principle of capitalization. 
An illustration will serve our purpose better than 
abstract reasoning in proving this proposition. Let 
us assume that a new tax of 1 per cent is imposed 
on the capital value of urban real estate. Let us 
further assume that the owner of a given piece of 
real estate in this community had paid $5,000 for it 
previous to the imposition of the tax, and that he 
has been receiving an annual income of $250 from 
the property which represents 5 per cent on his 
investment. After the imposition of the new tax of 
1 per cent, the owner, after paying the tax, has only 
4 per cent on his investment, so he decides to sell the 
real estate. Can he get $5,000 for it, provided other 
general conditions affecting the market for real es- 
tate, including the current rate of 5 per cent on 
investments, remains the same? Obviously not. The 
new purchaser, assuming the continuation of the 
same annual money return of $250, wants to make 
the current rate of 5 per cent on his investment. 
Since he will receive in money, only $200 after paying 
the tax of $50, he will pay a capital sum which at 
5 per cent will yield $200—namely, $4,000. Putting 
it in another way, the buyer capitalizes the tax at 
the current rate of interest and subtracts the product 
from $5,000. Thus, the buyer continues to make 5 
per cent on his investment, while the seller, in a real 
sense, suffers from the imposition of the tax. Of 
course, there are other factors such, for example, as 
speculation, that enter into real estate values, but 
the discussion of these factors is foreign to our pres- 
ent purpose, which is merely to show Clearly the tend- 
ency in the real estate market whenever a new tax 
is imposed. 

The principle of tax capitalization implies that the 
tax is a burdenless tax to the new purchaser in that 
he buys himself free of the tax. This conclusion may 
lead to some confusion of thought in regard to the tax 
burden. Of course, the new owner actually pays the 
tax to the public treasury ; but, general interest rates 
and other factors remaining the same, he is still mak- 
ing as much on his investment as before the imposi- 
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tion of the tax. It is burdenless for the new owner 
of realty, but remains a burden on the one who owned 
the realty before the tax was imposed. 


2. A tax on urban site value or ground rent. Cana 
tax on urban site value or ground rent be shifted to 
the tenant or lessee of the land? In order to answer 
this question we must clearly understand the nature 
of ground rent and its relation to site value. The 
site value of a plot of urban land is ordinarily the 
equivalent of the capitalized value of the ground or 
economic rent at the current rate of interest. It is 
not the investment in a building site that determines 
the rental income; but it is the rental income at the 
current rate of interest that determines the amount of 
the investment. One does not buy a business site 
for leasing purposes until he has carefully considered 
at least two basic factors, namely, the expected rental 
income and the current interest rate. For example, 
if a prospective buyer of real estate finds that he can 
lease a business site for $100,000 a year, he will ob- 
viously pay $2,000,000 for the site on a 5 per cent 
interest basis. 

It is important for our discussion to emphasize the 
fact that the owner of land does not determine the 
ground or site rent paid to him by a lessee of the 
land. Primarily, ground rent arises under conditions 
over which no individual has any control. For ex- 
ample, enterprisers, desiring a given site for the 
location of a department store, make their estimates 
of the ground rental they can afford to pay to the 
lessor in terms of such factors as superior trade op- 
portunities, the possibility of expanding their busi- 
ness, the prospects for a greater turnover of goods, 
etc. ; and so they. bid against one another for the privi- 
lege of leasing land from the owner, with the result 
that a site rental is finally established. 

Now, assuming that a tax is placed on the ground 
rent thus established, can it be shifted to the tenant? 
Obviously not, because competitive bidding among 
enterprisers has already reached the point where the 
use value of the site to the enterpriser has been ex- 
hausted. The enterpriser can pay no more and still 
make a profit. The tax on site rent has therefore no 
magic power to raise land rentals. The tax neither 
enables the land owner to exact more rent for the 
reason that he has already charged all the rent that 
he can possibly get; nor does it persuade or impel 
the tenant to pay more for the use of the land, be- 
cause of the conditions precedent to his estimate of 
the use to him of the land site. Finally, a tax on 
site rent adds nothing to the productivity of one site 
in comparison to another, hence it cannot increase 
the land rent. Hence, any tax on land rent falls on 
the owner alone. 

But why is it not possible for the tenant-enterpriser, 
or for the owner of the site if he also owns the busi- 
ness, to shift the tax burden to the consumer? The 
tax on site rent cannot be shifted in either case for 
the reason that the calculation of rentals by competi- 
tive bidders for business sites is never the cause but 
always the result of actual or estimated price con- 
ditions. There are so many practical illustrations of 
the fact that high ground rents do not connote high 
prices for the product sold in the market that it is 
difficult to understand how the contrary notion per- 
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sists. For example, five and ten cent stores and cut 
rate drug stores almost invariably occupy the most 
valuable retail sites. We are therefore forced to con- 
clude that a tax on ecohomic or ground rent cannot 
be shifted ; it invariably rests on the land owner. 


3. A tax_on urban buildings. Is a tax on the value 
of urban buildings borne by the owner of the build- 
ing? If the owner of a building is also the occupier, 
obviously he must bear the tax burden; but if the 
owner leases the building to a tenant, the tendency 
will be for the tax to be shifted to the lessee. An 
illustration will show why this proposition is true. 
An enterpriser, proposing to erect an office building 
or dwelling for rental purposes, will first consider 
the demand for the building on the part of prospec- 
tive tenants; then he will calculate construction and 
operating costs, including the present tax burden on 
buildings. If he finds that, after meeting these costs, 
he will receive the current rate of interest on his 
investment, he will proceed in the erection of the 
building. On the other hand, if he finds that he 
cannot shift the tax, he will divert his capital funds 
to other uses. If other prospective enterprisers do 
likewise, there will be a scarcity of buildings and a 
consequent rise in building rents or values until it 
becomes profitable for enterprisers to embark again 
in building operations. After a building has been 
constructed, however, the capital invested is fixed, 
and the owner finds himself in a position where his 
return from the building depends entirely on supply 
and demand conditions. 

It is a Common popular notion, even among busi- 
ness men, that a tax on buildings is invariably shifted 
to the tenant, but this is by no means true. There 
are many exceptions to the general rule. In the first 
place, the prospective builder may have miscalcu- 
lated the strength of the market demand for new 
buildings ; or he may have miscalculated the direction 
of business expansion or population growth; or he 
may have overlooked the fact that a period of busi- 
ness expansion, with a consequent business “boom,” 
may suddenly give way to a period of commercial and 
industrial depression with a plethora of dwelling 
houses and office and mercantile buildings without 
tenants. A second exception to the rule is found in 
the many cases where residential buildings, orig- 
inally built for the owner’s use, are leased to tenants. 
A third exception is found in the extent to which 
other sources of income, such as bonds or stocks or 
business profits are taxed. If there is no other place 
where the house owner can invest his capital at a 
higher rate of return than from his investment in 
buildings, he will obviously bear all or a part of the 
tax burden. We are forced to conclude therefore 
that the possibility of shifting taxes on urban build- 
ings depends in large measure on general business 
and market conditions. 


4. A tax on the occupier of real estate. In our dis- 
cussion thus far, we have assumed that the tax is on 
the owner of a house or a building site, and that he 
is legally responsible for the payment of the tax. 
This is the common practice in the states of the 
United States. In direct contrast to this method of 
taxing realty, Great Britain imposes taxes or rates 
on the annual gross rent of real property and makes 








the tax a charge on the occupier. The question of 
tax shifting in Great Britain is, therefore, directly 
opposite to that which we have been discussing, 
namely: Can the tenant shift the tax burden or must 
he bear it in entirety? In order to answer this ques- 
tion we must have in mind a clear picture as to the 
nature of annual gross rent in Great Britain. In the 
first place, it is important to note that in Great 
Britain the basis for the local rate (tax) is not equiva- 
lent to the contract rent actually paid by the occu- 
pier; nor is the rent actually paid to the owner the 
measure of value for rating purposes. The ratable 
value is rather the rent which a tenant might reason- 
ably be expected to pay, keeping in mind the fact that 
the owner is a tenant if he occupies the house. In 
the case of business premises, the question should 
be: what rent will the hypothetical tenant pay for 
the property as it is and for the purpose for which 
it is fitted? Again, the British Rating Act declares 
that ratable value is “the estimated annual rent which 
a tenant might reasonably be expected, taking one 
year after another, to pay for the hereditament if he 
undertook to pay all usual tenant’s rates and taxes 
and tithe rent charges, and to bear the cost of the 
repairs and insurance and the other expenses neces- 
sary to maintain the hereditament in a state to com- 
mand that rent.” 


Can the tenant, in such circumstances, shift the tax 
burden? The consensus of opinion among recent stu- 
dents of fiscal science seems to be that the tax cannot 
be shifted. The occupier of a dwelling house must 
bear the burden for the reason that the demand for 
houses in Great Britain is generally inelastic. This 
tendency toward inelasticity is strengthened by the 
natural inertia of many people, the sentimental 
attachment to a particular house or locality, and the 
high cost of moving to another dwelling.? The occu- 
pier of industrial premises might shift the tax for- 
ward to the consumer of his products, provided that 
the demand is highly inelastic and that there is little 
competition in his field. The fact that local rates, 
however, differ widely in the various parts of the 
country, precludes the shifting of much of the tax 
burden. Among occupiers engaged in retail trade, the 
growth of chain stores and mail order houses has 
very considerably limited the ability of retailers to 
shift the burden to consumers.? It will be further 
noted that the method of calculating the ratable use 
value of a hereditament in Great Britain, which 
makes an initial distinction between contract rent and 
ratable annual value, makes it difficult for any tenant 
to shift the tax backward to the owner of the prem- 
ises. We are warranted, then, in the conclusion that 
a tax on annual rent, charged to the occupier, will 
regularly be borne by the tenant. 


II. Taxes on Agricultural Land 


N the older agricultural areas of the United States, 
farm land is a complex of the original gift of nature 
and the improvements made by man, so that it is no 
longer possible to distinguish between the two. 
When permanent improvements, such as drainage, 
etc., have been made, however, they become part of 
the land, and the return from the improvements may 





2H. A. Silverman, Taxation, Its Incidence and Effects, p. 301. 
3 Ibid, p. 298. 
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be treated as rent. Agricultural land rent, therefore, 
is a part of the total product or its equivalent in 
money, resulting from the use of the land, and paid 
by the tenant to the land owner; and this product, 
in practice, is a joint one resulting from the use of the 
land itself and from those improvements that cannot 
be readily distinguishable from the land, such as 
drainage, irrigation, and the use of fertilizers. 


This land rent is determined in the long run by 
the law of diminishing returns. This law, simply 
stated, means that, in the cultivation of a piece of 
land, after a certain point has been reached in the 
application of labor and capital (machinery and 
horsepower) to the land, there will be relatively de- 
creasing returns as cultivation continues. The pro- 
spective farm tenant consciously or unconsicously 
applies the law of diminishing returns in calculating 
how much he can afford to pay for the use of land. 
He calculates his costs in terms of his labor, and of 
his capital in the form of machinery, work horses, 
etc. In applying labor and capital to the land, he 
invariably finds that, after a certain point has been 
reached, his returns from each additional use of labor 
and capital relatively decrease, until he finally reaches 
a margin where it will no longer “pay” to make fur- 
ther uses of labor and capital—in other words, he 
has reached the margin of cultivation of that land. 
This margin of cultivation—that is, the point beyond 
which it does not “pay” to go further in cultivation— 
just covers his costs of cultivation, which presumably 
may include a profit for the tenant.‘ Now, in com- 
peting with one another for the use of agricultural 
lands, farm tenants will be forced to pay to the land- 
lord the entire product over and above the marginal 
cost of production; and, under conditions of free com- 
petition, the tenant cannot be made to pay more. 
This surplus product accruing to the landlord is 
called land rent. 


Suppose, now, a tax is imposed on this land rent, 
can it be shifted from the landlord to the tenant? 
Obviously not; it should be clear from our exposition 
thus far that, in the long run, the landlord must 
bear the tax burden. Likewise, if the landlord is 
also the operator using the land, he cannot shift the 
tax to the consumer of farm products. The market 
demand for the chief farm products remains fairly, 
stable from year to year irrespective of the supply; 
therefore, market prices for these products will be 
determined mainly by the supply, irrespective of land 
rents or costs of production. 

lf the tax is placed on the capita! or sale value of 
farm land, there will result substantially the same 
situation as when the tax is placed on agricultural 
rents for the reason that, in the long run, true farm 
values must be the equivalent of the capitalized pro- 
ductivity of the land in the form of land rent. We 
are forced to conclude, therefore, that taxes on agri- 
cultural lands are rarely shifted. They fall on the 
land owner. 


In the case of taxes on farm buildings, particularly 
dwelling houses, it is very doubtful whether, in actual 
practice in the states of the United States, the tax 





*The work of all agricultural experiment stations is built on this 
principle. Their experiments are made for the purpose of discovering 
the best uses of labor and capital and of determining accurately and 
scientifically when the margin of cultivation has been reached. 
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can be entirely shifted to the tenant, for the reason 
that the tenant is primarily interested in the returns 
from the land alone when he is contemplating leas- 
ing it for use. In actual practice, we find many illus- 
trations to prove that taxes on farm dwellings, 
originally constructed for the comfort and conven- 


ience of the owner, are never shifted to subsequent 
tenants. 


III. Taxes on Production or Sales 


HERE is a very common and widespread notion 

that taxes on production or on sales are invari- 
ably shifted to the consumer. This is not true. The 
possibility of shifting such taxes to the consumer de- 
pends on the varying conditions of market supply 
and demand.’ In a rising market, the tendency will 
be to shift the entire tax burden to the consumer; 
while, in a falling market, the producer or seller will 
tend to bear the burden. If it is comparatively easy 
for the consumer to find a substitute good, it will 
be more difficult for the producer to shift the burden. 
Thus, a producer, even under monopoly conditions, 
may choose to bear the burden rather than risk the 
chance of having fewer sales even at a higher price, 
with the consequent lowering of his total net return. 


If we keep in mind two fundamental factors in 
price making, we shall find it easier, theoretically at 
least, to determine whether or not a specific produc- 
tion or sales tax can be shifted. These two factors 
may be briefly stated as follows: (1) On the market 
or consumer side, in connection with price making, 
the price limits are set by the potential marginal 
valuation of a good fixed in mind at any moment of 
time by the consumer or by a group of consumers. 
The seller, through consulting his own past expe- 
rience or through new experimentation, must find 
out as accurately as possible the location of the buy- 
er’s margin, for the reason that, market conditions 
remaining the same, he cannot go beyond this mar- 
gin. This margin obviously marks the upward limit 
of market price under current conditions. (2) On the 
side of supply, the minimum market price, under free 
competition, must be at a point where it just covers 
total cost of production. Market prices cannot go 
below this margin for any length of time without 
eventually forcing producers out of the market. 

The problem of shifting the tax burden, therefore, 
involves more than the conditions of market demand. 
We must obviously take into consideration condi- 
tions of supply. Supply of goods in the market is 
commonly produced under different costs of produc- 
tion. For example, there may be a half dozen pro- 
ducers or sellers with different costs of production 
competing in the same market, the marginal producer 
in the group being at a point where the competitive 
market price just covers his cost of production. Sup- 
pose, now, that a tax is placed on the product or on 
the common sale price of the group, can the mar- 
ginal producer shift the burden to the consumer? 
Obviously not, inasmuch as his supply, assuming no 





5 The full treatment of this topic would require a detailed examination 
of the theory of price making under competitive and monopoly condi- 
tions, which would obviously take us too far afield from our main quest. 
We have, therefore, limited ourselves to a few seemingly necessary 
statements of a general and practical nature. For a complete discussion 
of price making and tax shifting, consult such a general treatise as 
Taussig’s Principles of Economics and E. R. A. Seligman’s Incidence of 
Taxation, ‘ 
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change in conditions of market demand, can be dis- 
posed of only at the price already fixed by compe- 
tition. The marginal producer, therefore, will either 
be forced out of business or he must assume the tax 
burden and thus forego all or a part of his profits. 
This last illustration incidentally indicates how a 
tax may be the means of bringing about changes in 
industry and trade, even though there may not have 
been a true shifting of the tax burden. Taxation may 
often be incidentally responsible for changes in the 
character of business organization or of production 
methods through the elimination of marginal pro- 
ducers; but these economic results are by-products 
which must not be confused with true shifting and 
incidence of taxes. 


Our conclusion, therefore, must be that the pos- 
sibility of shifting taxes on production or on sales, 
depends on a great variety of conditions, including: 
(1) The condition of the market, whether rising or 
falling. (2) The character of the demand for spe- 
cific types of goods, whether elastic or inelastic. 
(3) The character and extent of competition among 
sellers. (4) The nature of production costs—that is, 
whether goods are produced at increasing, decreas- 
ing, or joint costs. If goods are produced at increas- 
ing cost the producers will have less opportunity of 
shifting the tax to the consumer and the marginal 
producers will be forced out of business. If goods are 
produced at decreasing cost, the chances are that the 
tax will be shifted in part or as a whole to the con- 
sumer. If goods are produced at joint cost, chances 
for shifting the tax on any one of the individual prod- 
ucts involved will depend largely on the character 
and extent of demand. 


IV. Taxes on Personal Property 


HE SHIFTING of taxes on personal property 

may be discussed under three heads, namely: 
(1) Tangible personalty for personal or household 
use; (2) Tangible property used in production; and 
(3) Intangible property. 

1. Tangible personalty for personal or household 
use. This class of tangible personalty consists of 
furniture, books, jewelry, and other commodities 
used by the final consumer. A tax on goods of this 
character cannot be shifted because they are not pro- 
ductive, and because they are not offered for sale. 

2. Productive tangible property. Productive tangi- 
ble property includes agricultural machinery and 
live stock, industrial machinery, merchandise, and 
buildings. Inasmuch as taxes on this class of prop- 
erty are a part of the general property tax, the pos- 
sibility of shifting the tax burden depends upon the 
operation of the general principles and factors 
already discussed. In the case of farm machinery or 
draft animals used on the farm, there is no certainty 
that the taxes of any one year can be shifted to con- 
sumers of agricultural products, inasmuch as the 
price of agricultural products is largely determined 
by the supply offered on the market at any moment 
of time which cannot be accurately determined or 
forecasted. In the case of live stock destined for the 
market, the tax cannot be added to the price because 
market conditions in any one year bear little relation 
to cost of production. Naturally, if the market price 
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does not in the long run cover all taxes on live stock, 
enterprisers will be forced to find a new source for 
the investment of capital. 


Mercantile stocks of goods and industrial machin- 
ery present a similar situation in regard to tax shift- 
ing. Naturally, taxes become a part of the total cost 
of production and in the long run the total cost must 
be covered or exceeded by market price, else the 
enterpriser must be forced out of business. It is far 
from being true, however, that the producer or seller 
can at his pleasure add the tax to the market price 
for his goods, inasmuch as he has no control over 
prices. The price he can get for his product is deter- 
mined by the interrelation of demand and supply 
forces in the market. For example, during the 
“boom” period of a few years ago, producers and 
sellers could readily shift the tax burden to the con- 
sumer; but during the recent depression, it is prob- 
able that taxes have not been shifted to any great 
degree. Neither is it true that a higher tax on pro- 
ductive goods will inevitably result in higher market 
prices, inasmuch as the tax may force the producer 
to greater economies in production in order to remain 
in business. Finally it must be remembered that, as 
the general property tax has been administered in the 
states of the United States, the tax on machinery and 
mercantile stocks of goods will vary even among 
neighboring local communities so that the question 
of shifting becomes much more complicated. If it 
is impossible to evade the tax through inequitable 
property assessments, it would be quite difficult, if 
not impossible, for many competing merchants or 
local manufacturers to shift the tax burden to the 
consumer. To sum up: In the long run, taxes on 
producers’ goods will be shifted to the consumer by 
those enterprisers who are able to adjust costs of 
production to market prices; but, in practice, the 
tax will be one of the causes of driving out producers 
from this particular trade or industry and the sub- 
stitution of more efficient enterprisers. 


3. Intangible property. Intangible property in- 
cludes such representatives of wealth as corporation 
stocks, bonds, promissory notes and mortgages. 
Suppose an American state should impose a new tax 
on all classes of intangible property, would the own- 
ers of intangible property bear the tax burden; or, 
if the tax is shifted, upon whom would the ultimate 
burden fall? In the first place, as between the own- 
ers of securities, when the tax is imposed upon new 
purchasers of securities, there will ensue a so-called 
backward shifting of the tax burden to the original 
owner, inasmuch as new investors will deduct the 
capitalized value of the tax from the former capital 
value of the securities. In the second place, there 
would be the possibility of shifting the tax from the 
creditor owners of securities to debtor borrowers. 
This shifting would be accomplished through the 
indirect method of raising interest rates. The argu- 
ment runs somewhat as follows: Investors in securi- 
ties seek to secure the highest possible returns. A 
tax on capital will lower the returns to the investor. 
Therefore, the investor will either demand higher 
interest rates from borrowers, or transfer his capital 
investment elsewhere where conditions are more 
favorable. 
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In the case of mortgages, the tendency would be 
to shift the tax from the mortgagee to the mortgagor. 
Sometimes the shifting is accomplished through 
an agreement on the part of the mortgagor to assume 
the tax burden; in other cases through an addition 
to the interest rate. It has been found, however, 
through detailed studies of actual conditions, that 
the shifting of a tax on mortgages depends on many 
rather complex factors such as the size of the tax 
rate, the height of local interest rates on mortgages, 
the extent of the demand for capital loans, and the 
supply of loanable funds. 


In the case of stocks, as pointed out by Professor 
Seligman,® the investor of capital in a productive in- 
dustry makes no real distinction between his interest 
and his profits on the investment, hence the possibil- 
ity of shifting is in the direction of the consumer 
only. The problem of shifting, therefore, is identical 
with the problem in regard to a tax on profits. Inas- 
much as a tax on profits cannot be shifted to the con- 
sumer, we are forced to the same conclusion in 
regard to a tax on stocks. It is true that the investor 
may transfer his investment to other stocks or to 
other forms of capital investment, but this fact does 
not alter our conclusion in regard to the possibility 
of shifting the tax burden. In the case of bonds, 
there is a possibility of shifting the tax to the bor- 
rower but the degree of shifting depends entirely 
upon the mobility of capital. 


Suppose now that instead of taxing the capital 
value of intangible property, the burden is placed on 
the income derived as a result of their ownership, will 
there be any shifting of the tax burden? The con- 
sensus of opinion is that the tax cannot be shifted. 
Ignoring the existence of tax exempt securities, how 
could any one in the United States, for example, shift 
the burden of the Federal income tax to any one else? 
If an investor in stocks cannot shift the tax on the 
capital value of stock to the consumer, it is still more 
certain that he cannot shift the tax on income. Like- 
wise with the bondholder: he could not turn to any 
other type of security because all incomes are taxed. 
It is true that the tax may become so heavy as to 
induce the owner of securities to spend his capital 
on consumption goods or services, or to invest in 
tax-exempt bonds; but, in either case, we again 
leave the field of true tax shifting and enter that of 
the economic effects of taxation. 


V. Taxes on Net Returns or True Profits under 
Competition 


N ORDER to discuss this topic with exactness and 

precision, it is necessary to understand clearly the 
meaning of the term profits. In our discussion, we 
shall use the term profits to connote the net returns 
or earnings of a business enterprise after all the 
money costs of production have been deducted from 
the gross returns. Examples of taxation of net earn- 
ings or true profits are found in the Federal corpora- 
tion excise tax and in the British income tax on 
business profits. 

Can a tax on net income or true profits be shifted 
from producer to consumer? The economists are 
generally agreed that the tax cannot be shifted; but 


6 Incidence of Taxation, p. 337. 
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a considerable minority of business men still main- 
tain the notion that the tax is always shifted to the 
consumer. For example, the well known financier, 
Otto Kahn, in various pamphlets on the subject, set 
up the thesis that the recent Federal excess profits 
tax was shifted to the consumer, while taxes on sales 
would be borne for the most part by the producer.’ 
Likewise, the Association of British Chambers of 
Commerce, in a recent report says: “Although, 
theoretically, income tax is levied on profits, when 
a trader endeavors to ascertain his costs with a view 
of fixing prices, he often takes into account, at least 
indirectly, the amount of income tax he will have to 
pay, and, if the market conditions permit, fixes his 
prices at such a level as would yield to him the mini- 
mum net income he desires to obtain or actually 
needs.”* Which contention is correct and which 
one squares with the facts in the case—the contention 
of the economists or that of business men? In order 
to determine which proposition is valid, we shall have 
to examine critically the process by which profits 
arise. 

Let us take as a typical illustration, a group of 
prospective enterprisers who are considering the 
project of establishing a new shoe factory for the 
purpose of manufacturing a certain style of shoes. 
The first question for their consideration would be 
the probable market for shoes. Is there any market 
demand for this type of shoe? Are there any other 
producers already in the field? Are these producers 
completely supplying the current demand? Will it 
be possible to bring new consumer groups into the 
market? These questions can only be answered ac- 
curately through studies of actual and potential de- 
mand. Suppose, now, that these studies reveal the 
fact that there is a strong probability of bringing a 
new consumer group into the market,—will these 
practical business men go ahead with the enterprise? 
Not at all. They have yet to consider a most impor- 
tant factor, namely, the price that potential con- 
sumer groups will pay for the shoes. So, our 
prospective enterprisers must now experiment anew 
or use the experience of others in order to determine 
the extent to which they may go in “fixing” a market 
price for the shoes. Asa result of their experience in 
studying the market, they will discover the fact that 
each group of consumers has at any given moment 
of time a marginal price estimate based on a variety 
of casual factors such as personal income, custom, 
tradition, or social distinction; and they will further 
find that this marginal estimate sets a limit to the 
possible market price beyond which the producer or 
seller cannot possibly go as long as the factors de- 
termining consumer estimates remain the same. 

There is no principle in economics that has a 
sounder practical basis in every day experience than 
this one underlying consumer demand. For exam- 
ple, every retailer knows that his prices are limited 
by the economic character of his particular clientele 
of customers; and every manufacturer knows that 
fundamentally his prices must depend on market con- 
ditions. Putting it bluntly—every manufacturer and 





7 Otto H. Kahn, A Plea for Prosperity, and other addresses, privately 
printed, 1922. : 
8H. A. Silverman, Taxation, p. 136. 


















































































































































































































































































































































































































































































































































































































































420 





every middleman charges “what the traffic will bear.” 
Any lingering doubt on the part of any practical busi- 
ness man on this point should be dispelled as he con- 
templates his experiences in trying to dispose of his 
goods during the recent period of business and indus- 
trial depression. 

Returning now to our illustration, let us assume 
that our potential enterprisers find that there is a 
large group of consumers who are willing to pay ten 
dollars for a pair of shoes. Their next step, obvi- 
ously, is to find out whether they can profitably 
manufacture the shoes at that price. As shrewd 
business men, they will therefore make a detailed 
study of all possible direct and indirect money costs. 
If, for example, they find, as a result of their cost 
studies, that they can produce the shoes at a unit 
money cost of nine dollars, thus netting them a profit 
of one dollar on each pair, which they consider a sat- 
isfactory return on their capital investment, they 
will decide to embark in the enterprise. 

Let us now assume that, after this new shoe fac- 
tory has become a going concern, a tax is imposed on 
the net return or true profit,—can the enterprisers 
add the tax to the money costs of production and 
shift the new burden to the consumer? Obviously 
not, for the fundamental reason that the character of 
the market demand was the initial condition prece- 
dent to their decision to embark in the enterprise and 
for the further reason that their initial studies of 
money costs were undertaken primarily to determine 
whether market conditions warranted the business 
undertaking. 


There is another angle of practical approach to 
the discussion of our present problem. Setting aside 
so-called theory, it must be clearly obvious that a 
tax on net business incomes in any one year cannot 
be added to the current price of the product during 
that year. For example, the tax on net income for 
1934, payable some time in 1935, cannot be added to 
prices during 1934, for the reason that 1934 profits can- 
not be prevised. Neither can the tax on incomes for 
1933, be added to the prices for 1934, for the prac- 
tical reason that, if the market conditions in 1934 
should warrant increased prices, the increase could 
and would be made even if no tax had ever been 
imposed. If market conditions change, prices will 
respond, but this phenomenon has nothing to do with 
the shifting of taxes. Here again the recent depres- 
sion affords an unfortunate but admirable illustra- 
tion of the fact that there is no magic process by 
which producers, even under monopoly conditions, 
can raise their prices at will. The business grave- 
yard is full of dead enterprises whose demise is due 
to the willful or unconscious ignoring of consumer 
demand during the past few years. In the recent 
depression, for example, heavy taxes on business in- 
comes earned during the prosperous year just pre- 
ceding the depression had to be paid during the first 
year of the depression; but prices continued to fall, 
despite the necessity of paying taxes on former 
profits. Certainly, no business income taxes have 
been shifted during the period of depression, not only 
because business incomes have been small, but also 
because market conditions have precluded the shift- 
ing of the tax burden. Indeed, the experiences of 
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the recent depression demonstrate most clearly the 
fact that sound business recovery from a period of 
depression lies along the hard road of adjusting pro- 
duction costs to meet market conditions, just as they 
furnish indubitable proof of the proposition that taxes 
on net income are never shifted to the consumer. 

To sum up our discussion, we find so many re- 
straining factors in regard to the possibility of shift- 
ing taxes on net income that we are amply justified 
in our conclusions that true shifting never occurs. 
Among a host of restraining factors, we may note 
the following as of probable greatest importance: 
(1) The possible changes in market demand on the 
part of the enterpriser’s customers. (2) The possi- 
bility that any rise in price may cause such a falling 
off in market demand that net profits are seriously 
diminished. (3) The possibility that attempts to 
raise prices may result in the use of substitute prod- 
ucts by consumers. (4) The possibility of greater 
competition on the part of rival enterprisers who 
possess differential advantages in production. 
(5) The prospect of greater intensity in trade rivalry. 
(6) Finally, and most important of all, the funda- 
mental principles that determine market prices. 

Once more a word of caution is necessary. We 
must carefully distinguish between the shifting of 
a tax and the economic or industrial effects of taxa- 
tion. In the case of business income taxes, our con- 
tention has been that they are not shifted by sellers 
to consumers. There is no denial of the fact, how- 
ever, that such taxes may have serious economic 
effects. For example, as pointed out by a British 
writer, “a high income tax may discourage enterprise 
or reduce savings or restrict spending power, all of 
which indirectly affect supply and demand, and 
eventually, prices. The prices of goods in the long 
run are unquestionably affected by the degree of 
income tax, but the changes do not come about by a 
straight forward shifting from seller to buyer.” ® 
Confusion in regard to the fundamental distinction 
between tax shifting and the general and complex 
economic effects of taxation, has too often clouded 
the real issues connected with tax shifting and inci- 
dence, and has led to erroneous conclusions as to 
the real nature of these phenomena. In the present 
discussion, we have not been concerned with the 
complex of reactions in industry and trade and in 
habits of consumption to which the tax on profits 
gives rise, but to the direct and immediate relation 
of taxation of net income to price phenomena. 


VI. Taxes on Monopoly Profits 


N OUR discussion thus far we have assumed con- 

ditions of freedom in competition. Let us now 
consider the situation when goods are produced un- 
der monopoly conditions, and ask the question 
whether it would be easier for sellers under monopoly 
conditions to shift the tax burden on net income than 
under conditions of free competition. The popular 
notion is that the monopolist always shifts the tax 
burden to the consumer because he can fix market 
price at will. But this popular notion is a false one. 

(Continued on page 454) 


® Ibid, p. 138. 
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Distinction Between Wholesale and Retail 


for Sales Taxation in North Carolina 


By HersHat L. Macon * 


HE SATISFACTORY administration of a re- 

tail sales tax requires a careful distinction be- 

tween wholesale and retail sales. Sales by 
recognized retailers might be considered as retail and 
those by wholesalers and jobbers as wholesale with- 
out further scrutiny were it not for the fact that 
wholesalers, retailers, and producers each make sales 
for direct personal consumption, for business uses, 
and for resale. If the character of the business per- 
formed by the seller is rejected as a means of identi- 
fication either the disposition to be made of the goods 
by the purchaser or the volume of merchandise en- 
tering into the transaction may be accepted.1. The 
experience with the emergency sales tax in North 
Carolina during the past year has included the appli- 
cation of both of these methods and has focused 
attention on the merits and the shortcomings of each. 
This paper will present the law and administrative 
rulings concerning this question and a discussion of 
the issues involved. 


The Sales Tax Act 


The emergency sales tax act of North Carolina 
went into effect July 1, 1933 and expires June 30, 
1935. The rates are 3 per cent on gross sales at retail 
and 1/25 of 1 per cent on gross wholesale sales with 
a minimum wholesale tax of $12.50 for each six- 
months period.? The retail tax is levied as a “license 
or privilege tax for engaging or continuing in the 
business of merchandising.” But “it is the purpose 
and intent of this act that the tax levied . . | shall 
be added to the sales price of merchandise and 
thereby be passed on to the consumer.”* The 
wholesale tax is at a low rate “moderated upon the 
understanding” that it “will have to be absorbed 
as an expense of operation, or by corresponding re- 
duction in property taxes.” * 

A “merchant” is referred to as anyone subject to 
the tax. A sale is “any transfer of the ownership or 
title of tangible personal property” for a monetary 
consideration.® A retail sale is a “sale of any article 
of commerce in any quantity or quantities for any 
use or purpose on the part of the purchaser other 
than for resale.”® A wholesale sale is defined as a 
sale for resale. The wholesale rate is permitted on 
the sales of mill machinery, mill machinery parts, and 
accessories to manufacturing industries and plants, 
and to the sale of cotton and tobacco by non- 
producers for processing or manufacture.” 


Administrative Rulings 


The sales tax act and a supplementary act re- 
quire the Commissioner of Revenue to devise and 





* Research Associate, Institute for Research in Social Science, Univer- 
sity of North Carolina. 

1See Haig and Shoup, The Sales Tax in the American State, 1934 
p. 92. 

2 Emergency Revenue Act, 1933, secs. 401 and 406. 

3 Tbid., sec. 401. 

4 Ibid. The wholesale tax produces only 2 or 3 per cent of the sales 
tax revenues. 

5 Ibid., sec. 404, subsec. 3 and 8. 

6 Tbid., subsec. 7. 

7 Tbid., subsec. 9. 


promulgate rules and regulations which may be nec- 
essary for the administration of the tax. These 
rulings which are not to be inconsistent with the act 
have the full force and effect of law.® 


The earliest ruling defining wholesale and retail 
sales was “if any articles of merchandise are sold by 
wholesale dealers to other than merchants such sales 
are taxable as retail sales” ® subject to the qualifica- 
tions mentioned above. Sales at wholesale were lim- 
ited to sales for resale in substantially the same form. 
The quantity of goods entering the transaction or 
the character of the business operated by the seller 
were of no consequence. 


During the first month the tax was in operation, 
the Department expressed the opinion that “sales 
in a wholesale way and at wholesale prices in com- 
petition with distributors and factories in this and 
other states of all articles of merchandise which are 
used in manufacturing industries and plants as a part 
of their operation and connection therewith, be em- 
braced within the term ‘accessories’ and subject to 
the wholesale rate of tax.” 1° 


Subsequent rulings extended the wholesale classi- 
fication to merchandise sold “to office buildings, 
plants, and institutions, when sold at wholesale 
prices and in wholesale quantities in competition 
with wholesale dealers in such articles and manu- 
facturers of such articles.” 1" Immunity from the re- 
tail tax was likewise granted to the sales of 
(a) lumber, brick, mortar, cement, and other build- 
ing materials to contractors,’* (b) towels, brooms, 
and other articles to office buildings and manufactur- 
ing plants,’* (c) wrapping paper, paper bags, twine, 
and paper cups to merchants,“ and (d) plumbing 
equipment and supplies to plumbers.* A provision 
was inserted in each case requiring that sales must 
be made in a wholesale manner to be classed as 
wholesale for tax purposes. 


Later, the Department ruled that sales of automo- 
tive parts, supplies, tools, and equipment to auto- 
mobile dealers, garages, contractors, and fleet 
owners,”® sales of surgical and pharmaceutical sup- 
plies, medicines, and drugs to hospitals, doctors, 
surgeons, dentists, and members of the medical pro- 
fession,!” and sales of coal, coke, wood, and similar 
materials to factories, institutions, and individuals ** 
were taxable at wholesale if they were made in a 
wholesale manner. Lubricating oils and fuel oils 
sold to manufacturing industries and plants were 
ruled to be accessories and taxable at the wholesale 





8 Tbid., sec. 423. 

® Rule 10, June 27, 1933. 

1 Special Ruling, No. 1, (no date). 

11 Special Ruling, No. 2, July 11, 1933. 

12 Tbid., No. 3, July 11, 1933. 

13 Tbid., No. 4, July 11, 1933. 

14 Tbid., No. 5, jay 12, 1933. 

1 Ibid., No. 6, July 12, 1933. , 

16 Tbid., No. 14, August 1, 1933. <A fleet owner is one who operates a 
fleet comprising five or more vehicles and employs a full time mechanic 
for servicing them. 

1 [bid., No. 15, August 1, 1933. 

18 Thid., No. 16a (no date). 



































































































































































































































































































































































































































































































































































































































































































































422 THE TAX MAGAZINE 


rate.!® The sales of these oils to automobile dealers, 
garages, and fleet owners were allowed the wholesale 
classification, “in consideration of public policy,” 
provided such sales were made in wholesale quanti- 
ties and at wholesale prices.” 


Finally, the Department ruled that “sales to be 
considered as wholesale sales are confined strictly 
to sales which have heretofore, in the trade practice 
of the particular industries or merchants, been made 
upon actual wholesale basis as to price and quantity 
and handling and have been regarded and treated as 
wholesale transactions.” 7? Under these regulations, 
the quantities and prices of the merchandise sold and 
not the disposition to be made by the purchaser were 
the determining factors in separating retail and whole- 
sale sales for tax purposes. Sales to any purchaser 
who bought through wholesale channels and at 
wholesale prices were not subject to the retail tax 
unless the sales were for resale in substantially the 
same form. 


The revised Rules and Regulations effective July 
15, 1934 reversed the above interpretations, and 
stated: 

The trade distinction between wholesale and retail sales 
according to which a sale is one or the other depending 
on the quantity of goods involved or the selling price, 
has nothing to do with determining the characteristics 
under the Act. If it is not a sale for resale it is not in 
the view of the Act, a wholesale transaction. Note fur- 
ther, that to be classified as a wholesale transaction the 
sale must be made to a merchant.” 

The exceptions to the above are the sales of mill 
machinery, parts, and accessories, and cotton and 
tobacco as specified in the act and cotton seed.” 
Accessories include the “parts which are connected 
to or used in connection with mill machinery.” * 
Sales to manufacturers or producers of materials 
which become ingredients or component parts of 
the articles which the producer sells as tangible per- 
sonal property are classed as wholesale or sales for 
resale.2> The sales of seeds for growing crops ** and 
the sales of feed for livestock and poultry * are also 
considered sales for resale provided the crops grown 
and the livestock fed are for marketing. Sales of 
barrels, crates, baskets and containers to producers 
for use in packing products for sale are at wholesale, 
but sales of wrapping paper, paper bags, and twine 





19 Tbid., No. 24, sec. 5, September 16, 1933. 

20 Tbid., Sec. 6. , 4 

21 Tbid., No. 25, September 25, 1933. This provision did not apply to 
a list of articles which under sections 119 and 147 of the Revenue Act 
of 1933 are always taxable at retail unless sold for resale. The items 
included in sec. 119 are: cash registers, typewriters, adding or book- 
keeping machines, billing machines, check protectors, or protectographs, 
kelvinators, frigidaires, or other refrigerating machines, lighting systems, 
washing machines, mechanically or electrically operated burglar alarms, 
or automatic sprinklers, a machines, vacuum cleaners, 
mechanically or electrically operated oil burners and coal stokers, card 
unching, assorting and tabulating machinery. Sec. 147 contains the 
ollowing: pianos and/or organs, graphophones, victrolas, or other in- 
struments using discs or cylinder records, and/or the sale of records for 
either or all of these instruments, radios or radio accessories. 

2 Revised Rules and Regulations, sec. 6. 

23 Tbid., sec. 32. 

% Tbid., sec. 33. 

25 Ibid., sec. 49. A Michigan Circuit Court recently held that sales 
of tools, materials, supplies, and power used and consumed in manufac- 
turing tangible personal property are sales for resale and not taxable. 
(The Michigan Supreme Court has not handed down a final decision 
at the time of this writing) Boyer-Campbell Company v. Fry, (State 
Circuit Court for County of Wayne, April 12, 1934). The case was 
entered against an administrative ruling which exempted sales to pro- 
ducers of materials to become ingredients or component parts of the 
finished articles but taxed the tools, materials, supplies, power, etc. 
which were consumed in the manufacturing process. 

28 Tbid., sec. 60. 

27 Tbid., sec. 78. The sales of the products by the producers and the 
sales of milk and meat by dealers are always exempt from the retail tax. 
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sold to merchants or manufacturers are subject to 
the retail tax.” 


The 3 per cent tax under present rulings is levied 
on all other sales of materials, tools, supplies, fix- 
tures, or other goods for business or professional 
use or consumption.”® As illustrations the sales of 
(a) soap, towels, brooms, coal, and foodstuffs to 
hotels,*° (b) fuel and lubricating oil to manufacturing 
industries and plants, (c) automobile parts, supplies, 
tools, and equipment to automobile dealers, garages, 
and fleet owners, (d) equipment, tools, materials, 
and supplies to electrical, building or plumbing con- 
tractors,** and (e) supplies, medicines and drugs to 


hospitals, doctors and dentists are all taxable at 
retail. 


Resale certificates are recommended to identify the 
part of the above sales which are for resale. The 
Department requests that all dealers or manufac- 
turers who sell materials and supplies to those en- 
gaged in contract, job, or professional work as well 
as selling at retail, collect the retail tax or take a 
retail certificate from the purchaser.*? Anyone who 
sells or utilizes materials which were certified as for 
resale is subject to the retail tax on such materials. 


Defining Taxable Retail Sales 


The low margin of profit and the keen competition 
between dealers, producers, and out-of-state firms 
for the trade of large buyers make it difficult if not 
impossible to collect 3 per cent on such mobile sales. 
The question of business competition is a very perti- 
nent one and it may be assumed that the legislature 
did not intend to tax business unjustly or oppres- 
sively but there are other issues which must be 
understood before sales taxable at retail can be satis- 
factorily defined. 


The sales of goods for direct personal consumption 
are readily recognized as subject to the retail tax. 
These sales include the necessities, comforts, and 
luxuries for daily or periodic use such as food, cloth- 
ing, house furnishings, automobiles, reading mate- 
rials, and a host of miscellaneous articles. A retail 
sales tax is intended to be essentially a consumers’ 
tax on this type of merchandise and the principles of 
the tax are evaluated in terms of its burden on such 
trade. The wholesale tax is primarily a tax on the 
sales of goods to a merchant for resale. 

Large quantities of goods are sold to business es- 
tablishments, institutions, and individuals to be used 
in producing or supplying goods or services for sale 
to individual consumers. The utilization of articles 
of merchandise by business firms is basically differ- 
ent in character from personal consumption. The 
cost of these goods enters directly into the cost of 





% Ibid., secs. 51 and 79. A recent court decision refused to recognize 
any difference for tax purposes between the two types of packaging or 
wrapping materials. The decision was that sales of such materials for 
use in packaging goods for shipment, delivery in bulk, or delivery over 
the retail counter were sales for resale because the cost entered into 
the price of the product sold and the packaging material itself was 
resold in the form of tangible personal property. American Box Board 
carey v. Stack, State Circuit Court for County of Kent, April 12, 


2° Tbid., secs. 50-58, 60-61, 63, and 65. 

% Tbid., sec. 50. The foodstuffs are for resale in the form of meals the 
sales of which are not taxable. 

31 Tbid., secs. 52-56. Contractors’ sales are producers’ sales and not 


taxable. A great part of the sales by contractors are in the form of 
real estate. 


82 Tbid., secs. 45, 52-56. 
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operating the business and a tax levied here will 
naturally be reflected in a higher price charged for 
the resulting product or service. If such sales are 
taxed at the retail rate the total tax burden shifted 
to the final consumer will be more than the regular 
retail tax which he ordinarily pays. 


The most widely recognized class of goods sold 
to producers consists of the materials which are to 
become ingredients or component parts of manufac- 
tured articles.** The sales of logs or lumber to a 
wood working plant, chemicals to a fertilizer pro- 
ducer, flour to a bakery, or sugar and flavoring to an 
ice cream maker belong in this category. Usually 
the raw materials may be readily identified in the 
finished product or some chemical or heat reactions 
may convert the materials used into different sub- 
stances. 


A variation is found in the sale of materials which 
through a biological process enter into or assist in 
the production of marketable products. Feeds, cattle 
for feeding, eggs for hatching, seeds, spray mate- 
rials, plants, and fertilizers belong to this group. 
These substances may not be identified as a part 
of the milk, meat, potatoes, poultry, fruit or other 
derived products. But in producing a commercial 
crop of Irish potatoes, for instance, the sales of seeds, 
fertilizers, and spray materials are for resale in a 
very real sense. 


Sales of supplies to contractors who incorporate 
them into real or personal property to be sold for 
a lump sum furnish another distinction from the 
regular sales of raw materials for processing. Lum- 
ber and veneering used by a contractor in making 
a suite of furniture, or materials for constructing any 
article of personal property enter into the finished 
product as component parts and should be treated 
just as the sale of other raw product to a manufac- 
turer. A building contractor who supplies materials 
and erects a building for a stipulated sum is selling 
real estate the sale of which is not taxable. If these 
materials are reached at all by a retail sales tax on 
tangible personal property it must be at the time 
of sale to the contractor. 

There is a dissimilarity between the contractor’s 
sale of a house to an individual to be used as a home 
and his sale of a factory building. In the first in- 
stance the sale is for individual use; whereas, the 
factory building is erected for the production of a 
commercial product or service. The cost of the 
building in the latter instance enters into the cost 
of the finished product or the services. : 

Industrial establishments, commercial firms, and 
institutions buy sizable quantities of materials and 
supplies which are used in connection with the pro- 
duction of merchandise but which do not become a 
physical part of the articles manufactured or sold. 


The sales of (a) coal or fuel to a cotton seed oil mill, 


(b) lubricating oil to a printer, (c) stationery to a 
department store, or (d) machinery to a broom fac- 
tory are illustrations of a large variety of similar 
sales. In each instance the materials bought are con- 
sumed in the preparation of articles of commerce for 





%3 These sales are usually exempt from a retail tax only if the sales 
of the finished product are taxable. New York Department of Taxation 
and Finance, Regulations, Arts. 18-21: Michigan Regulations, effective 
January 1, 1934, Art. 6: Haig and Shoup, op. cit., pp.581ff. 
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retail trade and subject to the retail tax. The cost 
of such machinery, fuel, and supplies as well as the 
cost of the raw materials to be processed enter into 
the price of the finished article. 


The same type of commodities are sold to firms 
which render a service but do not sell tangible per- 
sonal property. The fuel may be sold to a hotel, the 
lubricating oil to a motor transport company, the 
office supplies and fixtures to a bank, and the machin- 
ery to a laundry or dry cleaning plant. The con- 
sumption of this merchandise is necessary for the 
operation of the business. Tires enter into the cost 
of a motor transport business just as the cost of 
sugar and ice are a part of the expense of making 
ice cream. Both businesses have a service or product 
which is sold for personal consumption. 


Service or labor costs enter into the production of 
all goods either previous to or at the time of sale.** 
The majority of articles of merchandise sold by the 
average retailer belong to the first group and are 
taxed without question. A pair of shoes, a loaf of 
bread, or an automobile stocked by a dealer for 
resale are illustrations of this type of merchandise. 
Goods which are made to order, repair work, appli- 
ances to be installed and professional or personal 
services rendered in connection with the sale of tan- 
gible property belong to the other type. Radios, 
electric light fixtures, or automobile parts may be 
installed at or following the time of sale. The price 
may or may not include a separate charge for the 
service. A special charge would not be made for 
services in hair waving, fitting eye glasses, serving 
meals, selling tailor made clothing, or shoe repairing. 

The production of some goods requires a relatively 
larger amount of labor than others. The sales prices 
of works of art, developed photographs, and news- 
papers are largely for services. A physician may 
sell a very small amount of medicine along with 
the service which he renders just as the barber or 
beauty specialist sells cosmetics in connection with 
services. It is only a slight shift from this latter 
type of sale to the sales of services exclusively such 
as laundering, delivering, amusements, or utilities. 
From the standpoint of the final consumer there is 
no real difference for tax purposes between goods 
and services. A family may buy a washing machine, 
an automobile, or a radio which are articles of tangi- 
ble personal property and receive from them services 
comparable to those to be had from a laundry, a 
delivery firm, or a moving picture show. 

It is assumed in the foregoing discussion concern- 
ing wholesale and retail sales that sales for individual 
and for business uses are distinct and may be readily 
identified. Ordinarily such a division is easy to make 
but there are a great many expectations which prove 
baffling. For illustration a farmer buys machinery, 
domestic animals, feeds, seeds and fertilizers to be 
used in producing his living and in growing crops 
for market. Usually the farmer cannot tell at the 
time of purchase what part of the merchandise will 
be used in further production. The sales of these 
articles to the farmer embody both a sale for per- 
sonal consumption and a sale for use in further pro- 
duction. Some specialized farms closely approach 





*% Haig and Shoup, op. cit., pp. 567-576. 
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the condition of a factory owner who lives apart from 
his business. The dairyman frequently devotes his 
entire time to that one specialty and depends entirely 
on his income from the sale of dairy products for 
his living. 

The sale of merchandise to professional persons 
and those who render specialized services present 
other doubtful tax questions. An automobile may 
be an article of personal consumption to the clerical 
worker but to a practicing physician or to a garage 
the cost of the automobile may be a part of the year’s 
professional or business expense. An automobile 
may be used by one merchant solely for personal con- 
venience and by another partially for taking orders 
and for delivery. 


A building contractor, a plumber, an electrician, or 
an interior decorator may engage both in doing con- 
tract work and in selling for resale. When the mate- 
rials are purchased it is often impossible to tell 
whether they are for use or for resale. 


The problems are to decide whether the retail tax 
should be levied on sales for business consumption 
and the treatment to be awarded to services sold 
separately and in connection with property. There 
are three obvious methods of classifying for tax pur- 
poses the sales which are neither for resale nor for 
personal use or consumption. All sales of tangible 
personal property not for resale in substantially the 
same form may be subject to the retail tax, the retail 
tax may be limited to sales of goods specifically for 
personal consumption, or a dividing line may be 
drawn and a part of the questionable sales taxed and 
the other part exempt. 


A tax levied on all sales not for resale as taxable 
property has the advantage of a wide base. Every 
article of tangible personal property sold is taxable 
one time at retail. Taxable sales are more easily 
defined. The consuming public is less apt to com- 
plain of tax exemption allowed to large buyers. The 
inequality of the tax burden resulting from the ex- 
emption of the sale of services and real estate are 
less obvious if all sales not definitely for resale are 
taxable. But the taxation of tools, materials, and 
supplies used in production or distribution results in 
double taxation and if the tax is shifted to the final 
consumer it becomes pyramided. For instance if 
the retail tax is levied on the sale of machinery, fuel, 
lubricating oil, office fixtures and supplies and all 
other articles of commerce used in connection with 
the production of bread, newspapers, or furniture 
and the final product is taxed at the time of sale the 
total burden of a 3 per cent tax becomes 4 or 5 per 
cent. The cost of seeds, fertilizers, and chemicals for 
insect control are important elements in the expenses 
of growing vegetables and if the sales of these sup- 
plies are taxed and the sale of the crop taxed the 
burden on the ultimate consumer again mounts con- 
siderably above the regular retail rate. If the con- 
sumers’ tax is levied on the fuel, store fixtures, cash 
registers, weighing instruments, and office supplies 
used by merchants the tax burden in retail sales is 
above the regular rate. This form of double taxa- 
tion may not be illegal but it is inequitable and 
operates to the competitive disadvantage of business 
carried on within the taxing state. 








August, 1934 





The collection of the retail tax on sales to pro- 
ducers places a very definite handicap on the ability 
of such producers to sell in competition with out- 
of-state firms. A tax on the sale of supplies for 
use by textile mills in North Carolina would add to 
the cost of production and might be destructive of 
local business so long as the state tax systems vary 
as at present. 


If the object in the minds of the law makers is to 
levy a consumers tax, a strong argument can be built 
up for taxing only the sales for direct personal use 
or consumption. This limitation on the retail tax 
would greatly restrict the tax base unless the tax 
applied to services. The extension of the tax to the 
sales of real estate, services sold in connection with 
property, and to utilities and other services as well 
as those of tangible personal property would provide 
a tax to reach all important sales to final consumers. 


The most logical compromise between these two 
methods is a tax on all sales of tangible personal 
property for personal consumption and all sales of 
goods to business firms, institutions, or individuals 
for use in the production, or incidental to the pro- 
duction, of services or property not subject to the 
retail tax. All sales not for resale would be subject 
to the retail tax except sales of raw materials to 
become ingredients or component parts of taxable mer- 
chandise and sales of materials and equipment con- 
sumed or used in the production of such articles of 
commerce. This scheme would tax the sale of all 
merchandise or its resulting product one time. 


The second one of these alternatives is preferable 
for a state retail sales tax. The sale of all tangible 
personal property, contractors’ sales of real estate, 
and sales of services for personal or family use or 
consumption should be taxed at the regular retail 
rate. Earnings from personal and professional serv- 
ices in the form of wages and salaries, and from in- 
vestments, sales of insurance and _ securities, 
occasional sales by farmers and others, should be 
exempted as a matter of public policy or administra- 
tive expediency but the exemptions permitted should 
be definitely restricted by statute. If services are 
sold along with tangible personal property, the com- 
bined sales price should be taxable. The separation 
of sales of property or services for direct personal 
consumption from sales of property or services to 
be used in, made into, or consumed in connection 
with the production or distribution of property or 
services for sale to the final consumer is a workable 
if not purely a logical distinction.*® Property and 
services alike are bought to supply personal demands 
and if a retail tax is levied on materials entering in 
any way into the preparation of these goods or serv- 
ices double taxation results. 


The exemption of the sales of goods for business 


.use would simplify the administration of the retail 


tax. The difficult problem of taxing interstate sales 

would be removed because the bulk of such trade is 

composed of goods for business consumption. The 
(Continued on page 444) 


% This difference is recognized in the deductions allowed for the Fed- 
eral income tax. A taxpayer is entitled to deduct the necessary expenses 
paid in carrying on his business from his gross income from whatever 
source. Personal, living, or family expenses are not deducted. Bureau 
of Internal Revenue, Regulations 77, Relating to the Income Tax of 
1932, Arts. 121, 131, and 281. 
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CHART OF STATE CHAIN STORE TAXES 


(For further explanation see note on page 428.) 
To facilitate use of the chart for reference purposes, it has been 
placed in the center of the magazine in order that it may be 
removed without mutilating any of the rest of the contents. 








Description of Tax 





Act 369, Acts 1931.|First store, $1; 2nd to 5th stores, $10 each; 6th to 
10th stores, $15 each; 11th to 20th stores, $25 each; 
21st and more stores, $75 each; plus filing fee of 
50 cents for each application. 











$10 plus 10 cents per $100 of aggregate cost value 


Chap. 13, Laws 
E of goods received in excess of $5,000. 


1917 


Chap. 16071, 
Laws 1933. 





First store, $5’; 2nd to 15th stores, $15 each; 16th to 
30th stores, $30 each; 31st to 50th stores, $50 each; 
51st to 75th stores, $75 each; 76th and more stores, 
$100 each; plus a 50 cent filing fee for each store; 
and plus an inventory tax of $3 per $1,000. 









Number Fee for Number Fee for 
of stores each cy of stores each store 
0 11 


Chap. 113, 
Laws 1933. 














a at 30s On each store 
‘ over 19.... 500.00 
Plus a filing fee of 50 cents for each store. 


First store $3; 2nd to 5th stores, $10 each; 6th to 10th 
stores, $20 each; 11th to 20th stores, $30 each; 21st 
or more stores, $150 each; plus a filing fee of 
50 cents for each store. 


First store, $2; 2nd to 10th stores, $20 each; 11th to 
25th stores, $50 each; 26th to 50th stores, $100 each; 
51st and more stores, $150 each. 
















Chap. 207, Laws 
1929; Chap. 271, 
Laws 1933. 



































H. B. No. 50, 
Laws 1934. 
(Effective 
July 2, 1934.) 


Act No. 19, Acts 
1932. (Expires 
Dec. 31, 1934.) 

















First store exempt. 

2 to 5 stores— $15.00 for each store. 

6 to 10 stores— $25.00 for each additional store. 
11 to 15 stores— $30.00 for each additional store. 
16 to 20 stores— $40.00 for each additional store. 
21 to 25 stores— $50.00 for each additional store. 
26 to 30 stores— $60.00 for each additional store. 
31 to 35 stores— $70.00 for each additional store. 
36 to 40 stores— $80.00 for each additional store. 
41 to 45 stores— $90.00 for each additional store. 
46 to 50 stores—$100.00 for each additional store. 
- On each store over 50—$200.00 for each additional 

store. 









(1934) Act No. 51, Laws |Graduated rate from $10 on each store in the state 
1934. (Effective}| for chains operating 1 to 10 stores, to a maximum 
Jan. 1, 1935.) of $550 on each store in the state for chains oper- 


ating more than 500 stores. 



























First store, $1; 2nd to 5th stores, $5 each; 6th to 10th 

stores, $10 each; 11th to 15th stores, $15 each; 16th 
to 25th stores, $25 each; 26th and more stores, $50 
each. A filing fee of 50 cents is required for each 
store. 


Chap. 260, 
Laws 1933. 





Me. 
(1933) 
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CHART OF STATE CHAIN STORE TAXES—Continued 


(For further explanation see note on page 428.) 





Statute 


Chap. 542, 
Laws 1933*. 


Description of Tax 








First store, exempt; 2nd to 5th stores, $5 each’; 6th 
to 10th stores, $20 each; 11th to 20th stores, $100 
each; 21st and more stores, $150 each. 












Act 265, 


First store exempt; 2nd to 3rd stores, $10 each; 4th 
Laws 1933. 


to 5th stores, $25 each; 6th to 10th stores, $50 each; 
11th to 15th stores, $100 each; 16th to 20th stores, 
$150 each; 21st to 25th stores, $200 each; 26th and 
more stores, $250 each. 


















Chap. 213, 


License Tax 
Laws 1933. 


2 to 10 stores— $5.00 for each store over one. 

11 to 20 stores— $15.00 for each store over ten. 

21 to 30 stores— $35.00 for each store over twenty. 
31 to 40 stores— $65.00 for each store over thirty. 
41 to 50 stores—$105.00 for each store over forty. 
Over 50 stores—$155.00 for each store over fifty. 



































Sales Tax 

1/20 of 1% on gross sales not over $100,000.00.‘ °° 

2/20 of 1% on gross sales over $100,000.00 but not 
over $200,000.00. 

3/20 of 1% on gross sales over $200,000.00 but not 
over $300,000.00. 

4/20 of 1% on gross sales over $300,000.00 but not 
over $400,000.00. 

5/20 of 1% on gross sales over $400,000.00 but not 
over $500,000.00. 

6/20 of 1% on gross sales over $500,000.00 but not 
over $600,000.00. 

8/20 of 1% on gross sales over $600,000.00 but not 
over $700,000.00. 

10/20 of 1% - gross sales over $700,000.00 but not 
over $800,000.00. 

12/20 of 1% on gross sales over $800,000.00 but not 
over $900,000.00. 

15/20 of 1% on gross sales over $900,000.00 but not 
over $1,000,000.00. 

1% on gross sales in excess of $1,000,000.00. 


First and second stores, $2.50 each; 3rd to 4th stores, 
$15 each; 5th to 6th stores, $20 each; 7th to 10th 
stores, $25 each; 11th and more stores, $30 each; 
plus a ‘filing fee of 50 cents for each application. 













































































Chap. 155, 
Laws 1933. 















Chap. 33, Gross sales not in excess of $3,000 ............ a 






































Laws 1934. Over $3,000 and not over hy Bee eh no 5 
Over $10,000 and not over . $20,000 ......... 7.50 
Over $20,000 and not over $50,000 ......... 10 
Over $50,000 and not over $75,000 ......... 25 
Over $75,000 and not over $100,000 ......... 50 
Over $100,000 and not over $150,000 ......... 125 
Over $150,000 and not over $200,000 ......... 250 
Over $200,000 and not over $300,000 ......... 350 
Over $300,000-and not over $400,000 ......... 500 





Over $400,000—$500 plus $25.00 per $1000 of 
gross sales over $400,000. 
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State Statute Description of Tax 
N.C. Revenue Act of |On each store operated in the State in excess of one: 
(1933) 1933. 


For not more than 4 additional stores, for each 
store—$50.00. 

For 5 additional stores and not more than 8, for 
each additional store—$60.00. 

For 9 additional stores and not more than 12, for 
each additional store—$70.00. 

For 13 additional stores and not more than 16, for 
each additional store—$80.00. 

For 17 additional stores and not more than 20, for 
each additional store—$90.00. 

For 21 additional stores and not more than 30, for 
each additional store—$100.00. 

For 31 additional stores and not more than 50, for 
each additional store—$125.00. 

For 51 additional stores and over, for each addi- 
tional store—$150.00. 


8. C. Act No. 829, eras $ 5.00 “SEER $ 80.00 
(1930) Acts 1930. RES? 10.00 Sana 85.00 
EE aN 15.00 are 90.00 
mee Seieeen 20.00 ii ike stashed 95.00 
a 25.00 Ser 100.00 
I IE shea aia 30.00 RE 105.00 
(ete eer 35.00 |e 110.00 
ERE le hati 40.00 / eee 115.00 
ese 45.00 {eee 120.00 
eer 50.00 i a cash <5 125.00 
55.00 ee 130.00 
EE sion chica 60.00 eee 135.00 
RRR 65.00 Re: 140.00 
es 70.00 Pe 145.00 
BUS seein dees 75.00 saa ee 
For each store over 30...... $150.00 
Tenn. Chap. 13, Laws {15 cents on each $100 of average capital invested. Mini- 
(1931) 1931, 2nd Extra} mum $5. If average stock is less than $800, tax is 
Session. $7.50 and no ad valorem tax is charged.’ 
Vt. Chap. 46, Graduated rates ranging from %% on annual gross 
(1933) Laws 1933. sales of $50,000 through $100,000, to 4% on excess 
of gross annual sales over $2,000,000. The stipu- 
lated rate is payable in each instance on the excess 
over the next lowest bracket. 

Although single stores are subject to the tax, the tax 
in effect operates as a chain store tax, as annual 
sales of less than $50,000 are exempt. 

Va. Tax Code, 1930, |Retatlers (License Tax)—Not over $1,000 of value of 
(1914) Ch. 14, Pars. ross purchases, $10; over $1,000, not over $2,000, 
188, 188a. 20; over $2,000, not over $100,000, $20 on first $2,000 
Note.—Par. 188 and 20¢ per $100 on excess; over $100,000, $20 on 
amended and first $2,000, 20¢ per $100 from $2,000 to $100,000, and 
Par. 188a re- 10¢ per $100 on all excess.® 
pealed, effective | Retailers (License Tax).—If amount of sales through- 
as of Jan. 1, out the preceding calendar year did not exceed 
1935, by Laws $1,000, $10; over $1,000 but not in excess of $2,000, 
1934, Ch. 137 $20; in excess of $2,000, $20 on the first $2,000 and 
(see below). 13¢ on every $100 upon all in excess of $2,000. 
(1934). Wholesalers (License Tax).—If the amount of pur- 
(1934) Laws 1934, 


chases throughout the preceding calendar year did 
not exceed $10,000, $50; in excess of $10,000, $50 on 
the first $10,000 and 13¢ on every $100 in excess 
of $10,000. 


Ch. 137, effec- 
tive Jan. 1, 1935. 





THE TAX MAGAZINE August, 1934 


CHART OF STATE CHAIN STORE TAXES—Concluded 








State Statute Description of Tax 


W. Va. Chap. 36, First store, $2; 2nd to 5th stores, $5 each; 6th to 10th 
(1933) Laws 1933. stores, $10 each; 11th to 15th stores, $20 each; 16th 
to 20th stores, $30 each; 21st and 30th stores, $35 

| each; 3lst to 50th stores, $100 each; 5lst to 75th 

| stores, $200 each; 76th and more stores, $250 each.” 


Wis. Chap. 469, Rate varies from 6/20% on gross income of $100,000 
(1933) Laws 1933. or less, to 13/20% on excess of gross income over 
$5,000,000.° 10 1112 


Footnotes.—’ The law provides for county and municipal taxation of stores as fol- 
lows: (a) If stores are operated in same county, application for license is made to the 
tax collector in that county; if stores are operated in different counties then application 
is made to the State Comptroller; (b) A county license tax of 50% of the state license tax 
is imposed upon each store, and each incorporated municipality is authorized to levy a 
municipal license tax of 50% of the state tax, provided that such county and municipal 
taxes shall be graduated only on the number of stores situated in such county or munici- 
pality; (c) County Judges issue all licenses and turn them over to the county tax col- 
lectors and the State Comptroller for delivery to licensees. ? While the law by its 
terms becomes effective on June 1, 1933, it was held in Read Drug and Chemical Co. v. 
Claypole, 166 A. 742, that the fees imposed do not have to be paid until May 1, 1934. 
*In Read Drug and Chemical Co. v. Claypole, 166 A. 742, it was held that in the calculation 
of the fee required to be paid by each chain store operator, all of their stores operated 
in the state, without regard to location, must be included as being parts or links in one 
chain. * There shall be deducted from the total aggregate gross sales in each tax year 
the gross sales from that one of all the stores in the chain which the taxpayer shall 
select if the State Tax Commission is notified thereof prior to the first day of February 
of the year for which the tax is imposed. 5A taxpayer keeping his account on an 
accrual basis shall be permitted in each year to deduct a reasonable amount to care for 
bad debts attributable to the business for such year, subject to correction by including 
recoveries in gross sales for the year of recovery. *Gross sales shall not include the 
consideration received by a vendor from a purchaser if the sale is made from a store in 
the state to a purchaser residing without the state unless the purchaser is present within 
the state at the time of such sales and purchase. *The purpose of this section is to 
place a tax upon each store in the chain and also to tax separately the wholesale or 
warehouse portion of the business. Each is assessable upon the amount of average capi- 
tal invested which is computed by adding together the value of the highest amount of 
stock on hand at any time during the year with the value of the lowest amount of stock 
on hand at any other time during the year, and dividing the same by two, and adding 
thereto the value of the office fixtures, etc. This privilege tax is in addition to the ad 
valorem tax and the same valuation is used for the imposition of both taxes. ® Goods, 
etc., distributed through such houses are regarded as purchases. Sec. 188A of the Tax 
Code fully defines “purchases.” *Sec. 2 of Chap. 469, Laws of 1933, provides that if 
the emergency occupational tax on chain stores imposed by Sec. 1 of said chapter, is 
declared unconstitutional, then each person engaged in the chain store business must 
obtain an annual license from the Department of Agriculture and Markets, the fee for 
which is as follows: (a) Each store over 1 but not over 5—$10; (b) Each store over 5 
but not over 10—$25; (c) Each store over 10 but not over 20—$50; (d) Each store over 
20—$100. ” The Act does not apply to companies taxed under Chapter 76 (utilities and 
insurance companies) and under Secs. 70.41 and 70.42 (grain elevators or warehouses and 
coal docks). But any utility operating two or more stores or places where electrical or 
gas appliances are merchandised shall be deemed to be engaged in the chain store busi- 
ness. "Tf 50% or more of the gross income of any one store in the chain is derived 
from retail operations, the entire aggregate gross income derived from retail operations 
throughout the state is subject to the tax. ® The law provides that reports must be 
filed before June 30 of each year or within 30 days after the end of the fiscal year where 
it ends on a day other than December 31; for fiscal years ending between July 1, 1933 
and December 31, 1933, the report is due January 1, 1934. However, the Tax Commis- 
sion in its letter of October 7, 1933, ruled that reports of gross income for the period 
between July 29, 1933 and December 31, 1933 must be filed on or before January 31, 1934, 
regardless of when the fiscal year ends. * The Act was held invalid as applied to gaso- 
line filling stations in Standard Oil Co. of New Jersey v. Fox, U.S. Dist. Ct., So. Dist. of 
W. Va., March 1, 1934. 










LEGAL PERIODICALS 





DEVELOPMENTS IN THE LAW: 
TAXATION, 1933 


47 Harvard Law Review, May, 1934, 
pp. 1209-1289 


In its application of the rule developed 
from McCulloch v. Maryland, 4 Wheat. 316 
(U. S. 1819), that the instrumentality of 
one sovereign must be immune from taxa- 
tion by the other, the Supreme Court has 
varied between a doctrinal approach which 
tends to condemn the tax falling in any 
degree upon a government instrumentality, 
and an economic analysis which may con- 
done the tax whose burden upon the func- 
tion is slight. Recent decisions indicate 
a departure from the strict application of 
the Twenties and a return to the economic 
standard. Although the nature of the tax 
and of the governmental activity involved 
are both important decisional factors, the 
practice of employing thin factual distinc- 
tions to dispose of cases decided under 
a different theory has tended to emphasize 
the particular function concerned. 

A state university’s claim that to impose 
import duties on its scientific apparatus 
was unconstitutional as a burden on the 
state function which it performed was re- 
jected in Board of Trustees of the University 
of Illinois v. United States, 289 U. S. 48 
(1933). 

The overruling of Long v. Rockwood, 277 
U. S. 142 (1928), has left the Supreme 
Court relatively free to distinguish the en- 
joyment of a federal privilege from the 
exercise of a governmental function. This 
distinction was made the basis for refusal 
to extend immunity from state excise taxa- 
tion to federal power and warehouse li- 
censees; the fact that such a license may 
represent a means of federal control was 
thought not to alter the situation. Similar 
reasoning was employed in a California 
decision holding that army post exchanges 
are not government agencies and hence 
were properly subjected to a gasoline tax. 
In Trinityfarm Const. Co. v. Grosjean, 54 
Sup. Ct. 469 (1934), a government con- 
tractor was denied exemption from a state 
excise on gasoline used in performing a 
contract with the Federal Government. 
Powers v. Commissioner, 68 Fed. (2d) 634 
(C. C. A. Ist, 1934), held immune from 
federal taxation the salary of a member of 
a board of trustees which managed a pub- 
licly operated street railway. Mullen Bene- 
volent Corp. v. United States, 290 U. S. 89 
(1933), allowed the doctrine that land 
owned and possessed by one sovereign is 
not taxable by the other to frustrate re- 
assessment of improvement district lands, 
where the government had, prior to re- 
assessment, acquired all of the land. This 
resulted in a benefit to the government at 
the expense of the bondholder and not of 
the state. 


As a result of Indian Terr. Illuminating 
Oil Co. v. Board of Equalization, 288 U. S. 
325 (1933), and Burnet v. S. T. Jergins Trust, 
288 U. S. 508 (1933), the immunity of 
lessees of government land is now ap- 


parently to be the isolated exception, con- 
fined to the facts of Gillespie v. Oklahoma, 
257 U. S. 501 (1922), and Burnet v. Coro- 
nado Oil & Gas Co., 285 U. S. 393 (1932). 
In Marland v. United States, 3 Fed. Supp. 
611 (1933), the Court of Claims upheld a 
federal tax on profits derived from resale 
of leases of Oklahoma oil lands. 


The states cannot tax interstate com- 
merce as such but it has long been recog- 
nized that they may, to some degree, tax 
interstate commerce if they proceed in ap- 
proved fashion. Several decisions have 
established that local storage of gasoline 
imported for subsequent consumption in 
operating interstate carriers, furnishes a 
basis for the state tax. In Chassanoil v. 
City of Greenwood, 54 Sup. Ct. 541 (1934), 
the Court found that the entire activity of 
buying and selling cotton was essentially 
local even though the buyer had foreign 
orders in mind when making his purchases, 
and that the supervening storage process 
was sufficient to separate the transactions 
from interstate commerce. 

Valuation of the privilege to do intra- 
state business affords the states some op- 
portunity for reaching by their taxes capital 
actually involved in interstate commerce. 
However in Anglo-Chilean Nitrate Sales 
Corp. v. Alabama, 288 U. S. 218 (1933), 
the decision suggests that actual intrastate 
business, rather than the bare privilege 
to perform, is a necessary basis for a tax 
measured in this fashion. The decision in 
St. Louis Southwestern Ry. v. Stratton, 353 
Ill. 273 (1933), that a minimum annual 
exaction on foreign corporations possess- 
ing licenses to perform intrastate business 
could not, for jurisdictional reasons, be 
properly measured by total issued capital 
stock seems clearly dictated by prior au- 
thorities. 

Two recent decisions indicate that in- 
cidental discrimination against interstate 
commerce resulting from application, 
especially if coupled with administrative 
necessity and lack of apparent wrongful 
legislative motive, may be tolerated. Al- 
though a state may not tax interstate 
carriers for the privilege of doing purely 
interstate business, it may exact a non- 
discriminatory levy upon them for the use 
of its roads. 

Since the recent decisions of the Su- 
preme Court eliminating multiple inherit- 
ance taxation of intangibles, there has been 
much speculation as to how far the trend 
towards a single tax on a single interest 
will carry the courts. The cases of the 
past year reveal an encouraging effort to 
define the territorial limitations on the 
taxing power with reference to practical 
considerations rather than to any capricious 
conceptualism. The most important cases 















































































(1933), indicates the tendency to extend 
the doctrine of a single tax upon the same 
interest to income taxation. The Court 


429 


DIGESTS OF ARTICLES ON TAXATION IN CURRENT 












decided that rents received by a resident 
from foreign land were not subject to the 
local income tax, but that profits from 
the sale of such land could be so taxed. 
Yet it would seem that since both rents 
and_ profits 
economic environment, the state of situs 
of the property should have the superior 
claim to tax. 





on the subject have been Burnet v. Brooks, 
288 U. S. 378 (1933) and In re McCreery’s 
Estate, 29 Pac. (2d) 186 (Cal. 1934). Matter 
of Pierson v. Lynch, 263 N. Y. Supp. 259 


are attributable to their 


Gibbs, 


In Baltimore v. 171 Atl. 37 (Md. 


1934), the capitalized value of the life inter- 
est of a resident cestui que trust in intang- 
ible property held in trust in Pennsylvania 
was declared not subject to a Maryland 
property tax. 
seem. to be indicated by analogy to the 
distinct interests recognized in the case of 
debts and of corporate assets. 
State, 145 So. 630 (Miss. 
statute imposing personal liability for state 
property taxes on a non-resident. 
dissent, 
was a sufficient: basis of jurisdiction, seems 
correct. 


An opposite result would 


Nickey v. 
1933), upheld a 


The 
denying that temporary presence 


Federal taxes, when purely revenue 


measures upon their face, have been up- 
held although their effect and motive were 
to regulate or destroy. 
applied in A. Magnano Co. v. Hamilton, 54 
Sup. Ct. 
ington statute imposing an allegedly pro- 
hibitive tax on the intrastate sale of butter 


This principle was 


599 (1934), to uphold a Wash- 


substitutes. A less drastic method of aid- 


ing the farmer, exemption from occupa- 


tional taxes, was recently sustained in 


Hicklin v. Coney, 290 U. S. 169 (1933). 


Courts are inclined to show tolerance 


for the difficulties inherent in tax admin- 
istration, but requirements of due process 
and equal protection must be met. 


Thus, 
tax statutes are frequently attacked on 
the ground that they fail to afford a suffi- 
ciently definite standard for their proper 
application. However, two recent deci- 
sions show scant judicial sympathy for 
such an objection. Pacific Tel. & Tel. Co. 
v. Seattle, 54 Sup. Ct. 383 (1934), and Puget 
Sound P. & L. Co. v. Seattle, 54 Sup. Ct. 
542 (1934), said that the ordinances con- 
cerned were sufficiently definite to satisfy 
the requirement of due process. 

Although the compulsion necessary to 
render payments “involuntary” has been 
broadened by decision to include many 
forms of economic “duress”, in Russ v. 
Everson, 246 N. W. 649 (N. D. 1933), tax 
payments to enable completion of a sale 
of land, and also to effect a loan on other 
land, were held not involuntary. Express 
removal of the necessity of protest by a 
federal statute received commendation in 
George Moore Ice Cream Co. v. Rose, 289 
U. S. 373 (1933), as avoiding the govern- 
ment’s unjust enrichment. 

Attempts to reserve life estates in sub- 
stance while preserving the semblance of 
a complete transfer have resulted in sev- 
eral interesting state decisions. Estate of 
Ogden, 209 Wis. 162 (1932), sustained taxa- 
tion of a transfer absolute upon its face 
but linked with an oral agreement by the 
grantee to allow the grantor, her father, 
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to enjoy the income of the property for 
life. The case seems a sound recognition 
of the practical operation of family ar- 
rangements. Use of a family, corporation 
to avoid a death tax was defeated in In re 
Hubbs, 19 Pac. (2d) 672 (Ariz. 1933). 

Retention of an absolute power of re- 
vocation by a grantor renders a transfer 
inter vivos subject to an estate tax under 
Section 302 (d) of the Act of 1924 and 
later statutes, but the effect of various 
limitations on such power remains un- 
settled. Reincke v. Smith, 289 U. S. 172 
(1933), decided that a power to revoke 
with the concurrence of a trustee was suff- 
cient basis for taxing the income to the 
settlor, since the trustee’s duties to the 
cestuis did not include resistance to the 
exercise of a power to amend or revoke. 

The Federal Estate Tax provides for in- 
cluding in the gross estate property pass- 
ing upon the exercise of a general power of 
appointment. Wear v. Commissioner, 65 
Fed. (2d) 665 (1933) followed previous 
cases in holding that an exercise in favor 
of persons who would take in default of 
appointment is nevertheless taxable. 

In computing income tax the ideally 
simple example of realized income is cash 
in hand received. Upon this the doctrine 
of constructive receipt has been engrafted. 
Raleigh v. United States, 5 Fed. Supp. 622 
(1934), indicates that if a taxpayer has 
not been accounting for money construc- 
tively received, he cannot, when he com- 
mences to do so, treat as received in earlier 
and closed tax years money then credited 
to his account but not withdrawn by him 
or included in prior returns. Commissioner 
v. Terre Haute Elec..Co., 67 Fed. (2d) 697 
(1933), raised a question of delayed com- 
putation upon a lessee’s covenant to pay 
his lessor’s income tax within thirty days 
after final adjudication of its amount. It 
was held that the amounts so payable by 
the lessee were income to the lessor in 
the years in respect of which the tax was 
due—ten and eleven years preceding the 
final determination of the tax. This pro- 
duces an undesirable suspension; the pro- 
priety of accruing particular items might 
well be judged individually in terms of 
approximation of cash certainty. 

Central Iron & Steel Co. v. United States, 
4 Fed. Supp. 113 (1933), pointed out that 
since a company in receivership has no 
interest on unsecured claims unless it can 
show a surplus, interest paid on such claims 
is accruable not earlier than the year in 
which the surplus arises, though it be pay- 
able for all the years during which the 
claim was in suspense. A special rule, how- 
ever, may forbid the accrual of interest 
expense where normally it would be proper. 
The propriety of deducting reserves against 
contingent liabilities was denied in Brown 
v. Helvering, 54 Sup. Ct. 356 (1934). 

What variations in fact will necessarily 
evoke holdings of gain and no gain remain 
in doubt despite Helvering v. American 
Chicle Co., 54 Sup. Ct. 460 (1934). The 
case intimates that if the taxpayer is 
solvent, prima facie relief from debt is 
automatically income to the extent of any 
discount. The general notion that a re- 
lease of assets by the cancellation of a 
charge is income, finds a cognate applica- 
tion in insurance cases. It has been held 
that the release to surplus of reserves set 





























































up against outstanding policies gives rise 
to taxable income even though the re- 
serves were originally created by with- 
drawals from surplus. 


tion from gross income in arriving at tax- 
able net income, because circumstantially 
they are not quite ordinary or necessary 
enough. Thus, in Welch v. Helvering, 290 
U. S. 111 (1933), payments made on the 
discharged debts of a bankrupt corpora- 
tion of which the taxpayer had been sec- 
retary were held not deductible, although 
the taxpayer evidently thought the pay- 
ments necessary to the earning of the in- 


one might suppose that an expense neces- 
sary in fact to the production of the in- 
come sought to be taxed would of course 
be deductible. 
proach of Judge Learned Hand in Amtorg 
Trading Corp. v. Commissioner, 65 Fed. (2d) 
583 (1933). 
a large percentage of its profits to the 
Russian government for licenses to trade, 
and it was held that the fees so paid were 
ordinary and necessary expenses for per- 
sons in situations like the taxpayer’s. 
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Items of expense may be denied deduc- 


come upon which he was taxed. Certainly 


This seems to be the ap- 


There the company had to pay 


The theory that so much of revenue as 


reflects the consumption of capital should 
be deducted from gross income to arrive 
at taxable net 
dramatic working out in the litigation over 
depletion allowance. 
WU. &. 
under local law an oil lease was regarded 
as a sale of oil in place, it was not a capital 
conversion within the special provisions of 
the Revenue Act of 1934. The capital con- 
version difficulty once overcome, treating 
the taxpayer as entitled to a depletion al- 
lowance followed as of course. 


income finds its most 
Burnet v. Harmel, 287 
103 (1932) held that even though 


In Helver- 
353 (1934), the 


ing v. 


Falk, 54 Sup. Ct. 


taxpayers did not have a capital investment 
to recover through depletion allowances, 
but were the beneficiaries of a trust of an 
iron mine. 
cestuis were entitled to depletion deduc- 
tions. 


A divided Court held that the 


The decision seems sound, for the 
beneficiaries were receiving not pure in- 


come, but something more closely akin to 
an annuity, the periodical installments of 


which included dissipations of the generat- 
ing capital fund. So far as it was a gift 
of capital, it would not, presumably, be 
taxed as income. In Reynolds v. Cooper, 
54 Sup. Ct. 356 (1934), the Court were un- 
animous in allowing depletion to the cestui 
que _ trust, because the trustee was ap- 
parently under a duty to set up a depletion 
reserve for remainders. 


Commencing with the Revenue Act of 
1921, gains derived from the sale or ex- 
change of capital assets held by the tax- 
payer for more than two years have been 
taxes at a special rate; taxation at the 
normal rate was thought likely to discourage 
the free transfer of capital assets where 
there had been any considerable increment 
in value. Later Acts make the gain basis 
for all property, acquired by the taxpayer 
from the transferor before his death and 
included in his gross estate, the cost basis 
to the transferor. 

The limitation of vested and contingent 
remainders after life estates, by will, has 
evoked a difference in the tax liability of 
remaindermen probably not contemplated 
by the statutes. It has been held, in 



































Chandler v. Field, 63 Fed. (2d) 13 (1933), 
and Huggett v. Burnet, 
(1933), 
despite the intervention of the life estate 
the property has been 
testator’s death, and that, if the remainder- 
man sellsvit after distribution to him 
is taxable on the basis of its value at the 
testator’s death. On the other hand, Lane 
v. Corwin, 63 Fed. (2d) 767 (1933), and 
Pringle v. Commissioner, 64 Fed. (2d) 863 
(1933), held that where the remainders 
were contingent, the property was acquired, 
and was taxable to the remaindermen on 
the basis of its value at the time of dis- 
tribution to them. The obvious objection 
to the first two cases is that not the prop- 
erty 
acquired at the testator’s death—a differ- 
ence too real to require comment. 
sumably construction of the Revenue Acts 
of 1928 and 1932 will reverse the holdings 
of these first two cases for the most part 
and put them in line with the second two, 
letting the increment in value between the 
testator’s death and distribution to re- 
maindermen go untaxed, except so far as 
it may be reflected in increased taxable 
income to the life tenant. 
existing distinction between contingent and 
vested remainders seems too unsubstantial 
to endure. 


provision for revocable trusts for the bene- 
fit of third persons. 
section is that the practical power to recall 
the fund justifies taxation of its income 
to the holder of the power. 





corporations to file consolidated returns; 
the theory of the procedure is that such 
a return will most truly reflect the income 
of the aggregate enterprise, undistorted by 
intercompany dealings. 
pany dealings will not be recognized as 
giving rise to gain or loss but it does not 


nized in intercompany dealings. 


v. Aluminum Goods Mfg. 
544 (1933), it was said that the Act did not 


accounting should be applied. 
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64 Fed. (2d) 


) 705 
if the remainder 


that is vested, 


“acquired” at the 


» he 


but merely a remainder in it was 


Pre- 


At all events the 


The Revenue Acts have made specific 


The theory of the 


Recent Revenue Acts permit affiliated 


Many intercom- 


follow that gain or loss will never be recog- 
In Burnet 


o., 287 U. S. 


imply a rigid rule that no intercompany 
transaction could be taken into account but 
that, rather, a broadly equitable rule of 
If in prior 
years of affiliation, however, the parent 
company has deducted from the con- 
solidated income account the subsidiary’s 
net operating losses, it has been held that 
the ultimate liquidation loss of the parent 
must be reduced to the extent that the 
loss deductions were for impairments of 
the parent’s capital investment in the sub- 
sidiary. Nothing could seem more fair. 
Real losses are deductible, and the precise 
moment or method of taking the loss seems 
immaterial. 


THE AVAILABILITY OF A SALES 
TAX IN TENNESSEE 


M. P. O’Connor, of the Nashville Bar 


12 Tennessee Law Review, June, 1934, 
pp. 249-260 


Since the Supreme Court held that 
the general graduated income tax pro- 
vided for by the Act of 1931 was unconstitt- 
tional, and that no form of a tax on income 
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co nomine can be levied except that expressly 
authorized by the Constitution, i. e., on in- 
come derived from stocks and bonds which 
are not taxed ad valorem, it appears that 
those favoring a tax on sales are increas- 
ing in number. 

The question of a sales tax is important 
not only from the standpoint of an emer- 
gency measure to raise immediate revenue, 
but also from the standpoint of a perman- 
ent place in a taxing system. Even admit- 
ting its availability as an immediate revenue 
producer under certain conditions, would 
it be of practical advantage to Tennessee 
to use this method for this purpose, or as 
a permanent part of a revenue system? 

Economists, with great unanimity, have 
opposed such a tax for many reasons, but 
there appear many practical arguments in 
favor of it as a revenue producer, especially 
from an administrative viewpoint. It is 
generally conceded that consumption is 
more nearly stable than income; therefore, 
a tax on it will more certainly produce 
a dependable revenue. It is easy to com- 
pute and could be administered without 
too much cost and red tape. It has a 
wide base and is painless, the consumer 
paying in driblets and then only when he 
has money to spend. The rich buy more 
and pay more tax. 

Against this array of practical arguments 
there are many urged on behalf of the 
consumer. It is said that a general tax 
is pyramided and the consumer pays many 
taxes in addition to what is added for safe 
measure; that it takes no consideration of 
the ability to pay so that the ratio of tax 
to income is against the small producer; 
that it discourages new industries by tax- 
ing them before any net income can be 
realized; that it is injurious to business 
with a large turnover on narrow profit 
margins; that it curbs buying and depresses 
trade and that as an easy revenue pro- 
ducer, it is conducive to Governmental 
extravagance. 

Although about twenty-five states have 
imposed some form of a sales tax, most 
of them have been passed very recently 
and West Virginia is the only state having 
the so-called general sales tax with suffi- 
cient history behind it to serve as an indi- 
cation of the revenue which may be 
expected from this source. The history of 
the last five years, if accurate, tends to 
refute one of the chief arguments in sup- 
port of the tax; namely that it is more 
nearly constant than others, and affords 
amore certain source of revenue. 


But even with normal business it is 
doubtful if the results would justify the 
adoption of this plan in Tennessee. In 
1929 nearly one-half of the returns in West 
Virginia was derived from the tax on coal, 
oil and gas. We have no oil and gas 
production and our coal veins are thin and 
expensive to work. Moreover Tennessee 
is bordered by eight states and if the tax 
be made sufficiently high to insure reason- 
able revenue the wholesaler could not pass 
it on to the retailer in the additional cost 
of his goods, because the retailer has access 
to other wholesale houses which can afford 
to compete with and undersell the local 
wholesaler who adds the tax to his price. 

A tax on the retailer only, and only on 
the sale of tangible property, should be 


considered as a possible addition to our 
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present revenue system. It avoids some 
of the greatest objections to the general 
sales tax. It largely eliminates questions 
of interstate commerce, avoids pyramiding 
the tax, is less likely to impose a discrim- 
inating burden on Tennessee dealers, and 
presents less administrative complications. 
But it is believed that even this is unsuited 
to Tennessee because of its present com- 
prehensive system of the so-called “privi- 
leges’’, its selective sales taxes, and its 
geographical situation. Better administra- 
tion of some of the revenue measures now 
on the books, will produce as much addi- 
tional revenue as a revamping of the system 
with the inclusion of a tax on retail sales. 
In short, such a measure is unnecessary 
and unwise. 


SOCIAL AND ECONOMIC CONTROL 
THROUGH FEDERAL TAXATION 


Robert E. Cushman, Professor of Govern- 
ment, Cornell University 


18 Minnesota Law Review, June, 1934, 
pp. 759-783 


It is the purpose of this paper to study 
the national police power which has grown 
up under the taxing power of Congress, 
with special emphasis upon the more re- 
cent manifestations of that power. 

It may be regarded as axiomatic that a 
tax, otherwise lawfully levied, does not 
become unconstitutional merely because it 
is unduly burdensome. “The power to tax 
involves the power to destroy” announces 
a doctrine which has been followed with 
approval in hundreds of cases, state and 
federal. The rule rests upon considera- 
tions of obvious soundness and necessity. 
The power to tax is one of the vital at- 
tributes of a sovereign government. The 
legislature may properly use the power of 
taxation not merely to raise funds but also 
to accomplish incidental regulatory results; 
and the tax is not unconstitutional because 
of the presence of that incidental purpose. 
It is impossible for Congress to levy a tax 
which does not have social and economic 
consequences of a _ non-fiscal character. 
The constitutional question arises when 
Congress imposes a tax the legislative pur- 
pose of which as well as the practical 
result is primarily or exclusively to regu- 
late or destroy the thing taxed and there 
is no serious expectation or desire to raise 
revenue. It seems to be conclusively set- 
tled that Congress may so use its taxation 
power when to do so will aid it in regulat- 
ing commerce, controlling the currency or 
exercising any other power delegated to it 
by the constitution. Regulatory or de- 
structive taxation may properly be used as 
a means of doing anything falling within 
the delegated powers of Congress. Most 
of the cases however, do not afford direct 
support for the proposition that the federal 
taxing power may be used for purposes 
other than the raising of revenue. There 
is no sensible reason why one delegated 
power may not constitutionally be used to 
aid the exercise of another delegated 
power; and the Supreme Court has never 
denied the possibility. It has, however, 
preferred a different theory and has very 
carefully made clear that a tax levied as 
an aid in the regulation of commerce is 
not really a tax but a commercial regula- 
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tion; it is not an exercise of the federal 
power of taxation but of the commerce 
power. This was sharply brought out in 
University of Illinois v. United States, 289 
U. S. 48 (1933), where it was necessary to 
hold that tariffs were regulations of com- 
merce and not exercises of the taxing 
power, in order to avoid overruling or 
weakening the long line of decisions for- 
bidding the federal taxation of state in- 
strumentalities. 

There are, however, taxes which have 
been levied by Congress to control through 
regulatory or destructive tax burdens mat- 
ters wholly outside the scope of any dele- 
gated federal power. If valid they place 
at the disposal of Congress an implement 
for the effectuation of broadly national 
policies affecting the social and economic 
life of the nation. The acts falling clearly 
within this group have not been numerous. 
In 1902 Congress drove colored oleomar- 
garine out of the market by levying a pro- 
hibitive tax upon its manufacture. In 1912 
the “phossy-jaw” match industry was de- 
stroyed by a tax upon matches in which 
poisonous phosphorus was used. In 1919 
Congress imposed a tax upon the net in- 
comes of establishments employing chil- 
dren in violation of the standards set up 
in the act. In 1921 the Future Trading 
Act placed a heavy tax on contracts for 
the sale of grain for future delivery except 
such sales as were made on boards of trade 
operating under detailed regulations set 
up by the act. Here are four cases of the 
exercise by Congress of a definite and 
far-reaching police power through the 
delegated authority to lay taxes. The oleo- 
margarine tax was held valid; the match 
tax was never litigated; and the child labor 
and grain future taxes were declared un- 
constitutional. These confusing and in- 
consistent results are due to the use in 
these cases of two distinct judicial doc- 
trines or techniques employed in testing 
the validity of these statutes. 

The judicial laissez faire theory of the 
oleomargarine decision is satisfactory to 
those who believe that the taxing power 
of Congress ought to be available for the 
furtherance of any national policy, or the 
solving of any national problem. But this 
doctrine of “objective constitutionality” as 
developed in that case is logically none too 
satisfying. The validity of the taxing act 
is to be tested by the presence or absence 
of certain “objective” attributes in the stat- 
ute which unmistakably brand it as a rev- 
enue measure “on its face.” For reasons 
which are not made clear the Court must 
ignore other objective attributes of the 
statute which quite as plainly suggest that 
the measure is not a revenue measure. It 
was wholly to be expected that the Court 
would ultimately evolve some judicial tech- 
nique for imposing more rigorous and defi- 
nite limitations upon the destructive use 
of the federal power of taxation for the 
broad purposes of social and economic 
control. Such a doctrine was announced 
in the Child Labor Tax Case, 259 U. S. 
20 (1922). 

The decision in that case and in Hill v. 
Wallace, 259 U. S. 44 (1922), which held the 
Future Trading Act unconstitutional, 
rested upon the same ground, namely, that 
what purported to be an exercise of the 
power of Congress to tax was in reality 
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not a tax at all, but the imposition of a 
penalty, and that it was therefore not an 
exercise of the delegated power of taxa- 
tion or of any other delegated power, and 
was consequently unconstitutional. This 
penalty doctrine tests the validity of the 
tax by the purpose and effect of the act 
as determined by all its provisions sensibly 
construed. It presents a flexible test of 
the validity of this type of tax measure and 
it avoids the pitfalls of the doctrine of 
“dual federalism” which was used in the 
First Child Labor Case, 247 U. S. 251 (1918). 
It is an available check upon what the 
Court deems an abuse by Congress of its 
police power derived from taxation. 

The wide discretion which the Court en- 
joys in determining which of the two doc- 
trines of “objective constitutionality” and 
“penalty” it will apply to any given exercise 
of the federal power of taxation for pur- 
poses of social or economic control places 
it in a strategic position with respect to 
national policy. If its decisions in the 
premises take on the aspect of what we 
sometimes speak of as “judicial legisla- 
tion,” it is, at least, judicial legislation of 
the conventional type with which we have 
grown familiar through its presence in so 
many other parts of our constitutional 
system. 


TAX LITIGATION IN ILLINOIS 


Arthur H. Kent, Professor of Law, Univer- 
sity of Chicago 


1 University of Chicago Law Review, 
May, 1934, pp. 698-727 


For many years the burden of taxation 
on real property in Illinois has been 
steadily increasing. Attempts which have 
been made on several occasions to amend 
the antiquated revenue article of the state 
constitution in such a manner as to em- 
power the legislature to establish a modern 
revenue system based upon the principle 
of an equitable distribution of the tax bur- 
den have foundered upon the shoals of 
jealousy and suspicion between the people 
of the urban and rural areas of the state 
and the indifference of a large part of the 
voting population to the issues involved. 


In the meantime there has been a steady 
growth in the variety and quantum of 
governmental activities, and a concomitant 
increase in the demands for revenue. In 
1928 the dissatisfaction with conditions of 
assessment in Cook County became so gen- 
eral and articulate as to produce decisive 
action by the State Tax Commissioner in 
the form of an order of reassessment of 
all real estate in Cook County. However, 
the coincidence of high 1928 valuations, the 
two years’ interruption of tax extension, 
shrinking incomes from property owner- 
ship and business, high interest rates on 
mortgages floated in boom times upon the 
basis of inflated valuations, and a greatly 
reduced economic capacity on the part of 
the body of taxpayers combined to create 
an impossible situation when, after two 
years, the reassessment was finally completed 
and extension and collection of taxes were 
resumed. The situation was greatly com- 
plicated by a tax strike of formidable pro- 
portions. 

The case of People ex rel. McDonough v. 
Cesar, 182 N. E. 448 (1932), was the spear- 
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head of the tax strikers’ attack upon the 
assessment roll. It arose out of an appli- 
cation by the county collector filed in the 
county court for judgment and order of 
sale against all the lots and lands upon 
which taxes and special assessments for 
the years 1928 and 1929 remained due and 
unpaid. An order for judgment and sale 
of the properties was entered upon all ex- 
cepting those for which objections had 
been entered. Upon hearing, the county 
court sustained Mrs. Cesar’s objections 
and incorporated in the judgment the find- 
ing that the entire tax levied was invalid. 
The judgment of the county court was 
sweepingly reversed by the Supreme Court 
of the state and the case remanded with 
instructions to enter judgment in favor of 
the collector. The Supreme Court declared 
that the county court was without juris- 
diction to make a finding that the entire 
taxes against all real estate in Cook Coun- 
ty for the years 1928 and 1929 were invalid. 
Tt found that the objector was precluded 
from relying upon the apparent lack of 
uniformity between assessment of real 
property and assessment of personal prop- 
erty. The principal ground relied on was 
the objector’s failure to bring a mandamus 
proceeding in a court of law in order to 
compel the board of review to grant her 
a hearing upon her complaint. 


One of the cases chiefly relied upon as 
authority in the Cesar case was Bistor et al. 
v. McDonough, 181 N. E. 417 (1932), where 
it was held that the property owner must 
exhaust his legal remedies before seeking 
equitable relief by way of injunction. This 
the appellants had failed to do because 
they had not sought by mandamus to com- 
pel the board of review to review their 
assessments. 

It was inevitable that resort should be 
had to the federal courts. In American 
Mutual Liability Insurance Co. v. Mce- 
Donough, 1 Fed. Supp. 888 (1931); aff'd by 
C. C. A. 7th, 61 F. (2d) 558 (1932); certi- 
orari denied 53 Sup. Ct. 386 (1933), a bill 
was filed in equity alleging the invalidity 
of general taxes assessed upon certain 
property for the years 1928 and 1929 and 
asking that the county collector be en- 
joined from selling the property for taxes 
delinquent for those years. Again the tax- 
payer ran into a stone wall. The bill was 
dismissed for want of equity. 


In People ex rel. Koester v. Board of 
Review of Cook County et al., 351 Ill. 301, 
184 N. E. 325 (1933), a writ of mandamus 
was sought to direct the members of the 
board of review to add to the assessment 
roll a vast amount of personal property 
which it was alleged was taxable but was 
not being assessed. A perusal of the opin- 
ion supplies ample evidence of the illusory 
character of mandamus as a remedy for a 
wide-spread lack of uniformity in the 
assessment of property. While the court 
declared that upon a sufficient petition and 
proper showing, the board of appeals could 
be compelled by mandamus to assess omit- 
ted property or increase the assessment 
upon under-valued property, the require- 
ments for such a showing which are laid 
down are so severe that no taxpayer or 
group of taxpayers could satisfy them. It 
is difficult to escape the conclusion that the 
judges realized the hopelessness of en- 


forcing even an approach to uniformity jn 
the assessment of personal property, and 
that they were reluctant to single out cer- 
tain limited classes, which for one reason 
or another are easier to locate and assess 
and to take effective action to secure their 
inclusion on the roll of taxable property, 


tax burden of real property by transferring 
a large portion thereof to the pocketbooks 
of the owners of personal property, tan- 
gible and intangible. 


the decisions in the above cases. 
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_ The principal objective of all this litiga. 
tion was to secure an amelioration of the 


; Yet upon few ques- 
tions of public finance will expert opinion 


be found in such unanimity of agreement 
as upon the proposition that the taxation 
of all forms of property upon a uniform 
basis is impossible of achievement. 
if it were possible really to enforce the 
uniform assessment of personal property in 


And 


Illinois, it is no alarmist prediction that 


the consequences would be catastrophic 
for all, not the least for the owners of real 


property in the state. It is significant in 


this connection that the Supreme Court of 


the United States refused even to review 
It has 
recognized the necessity of allowing a wide 
latitude for the exercise of legislative dis- 


cretion in selecting the subjects of taxation 
and so far as the federal Constitution is 
concerned it 


is evident that the Illinois 
legislature would be free to classify per- 
sonal property and provide for its taxation 


at rates varying within the different classes 
and different from the rate with respect to 


real estate. 


The one inescapable fact emerging from 
the recent welter of tax litigation is that 
the courts were besought.to attempt the 
enforcement of the constitutional require- 
ment of uniformity in the taxation of all 
property and that they refused to do so. 
According to all the tests of human expe- 
rience this antiquated constitutional pro- 
vision commands the impossible. Until 
the Illinois constitution is amended so as 
to give the legislature a larger measure of 
discretion or even complete freedom in this 
respect, the present confused conditions 
will continue to exist, and the courts are 
helpless to do anything effective about it. 
But the manner in which some of these tax 
cases have been decided is not likely to 
increase the public confidence in the ad- 
ministration of justice in this state. 

The owners of real estate have at last 
come to appreciate the realities of the situ- 
ation and to see along what lines salvation 
for themselves must be sought. The state 
property tax has been abolished because of 
the enactment of a sales tax. The pressure 
for a deflation of municipal budgets and 
for a reduction of assessed valuations to 
conform more closely to real values has 
been inexorable and to a considerable de- 
gree successful. The movement looking 
to the imposition of a limitation on real 
property tax rates by legislative action or, 
if necessary, by constitutional amendment 
is taking on formidable proportions. It is 
to be hoped such property owners as 4 
class will vigorously support such an 
amendment of the constitution as will en- 
able Illinois to enjoy a truly up-to-date 
revenue system, for only in this does 4 
permanent and satisfactory solution, lie. 

The great and important powers which 
the assessor possesses in Cook County, 
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and which an assessor must possess under 
any system of assessment which seeks to 
avoid the intolerable evils resulting from 
conflict and overlapping of authority, are 
susceptible of abuse and of prostitution to 
political ends by 2n incompetent, corrupt, 
or politically minded official. The litiga- 
tion of the past five years demonstrates the 
futility of reliance upon judicial remedies 
as a corrective of the evils inherent in a 
system based upon the general property 
tax. The established jurisdiction to cor- 
rect fraudulent discrimination against 
individual taxpayers loses much of its prac- 
tical value because of the great difficulties 
involved in proving fraud. The remedy of 
mandamus to compel a proper perform- 
ance of his official duty by the assessor is 
of limited value. No assessor, however 
high minded and competent, can produce 
more than partially satisfactory results 
when chained to such an obsolete and im- 
possible tax system as that of Illinois. 
Fundamental constitutional changes are a 
condition precedent to real reform. But 
under any fiscal system which involves 
the processes of valuation and the exercise 
of judgment in its administration, there 
can be no substitute for integrity, technical 
competence, and freedom from political 
entanglements and influence in the admin- 
istrative authority. 


































THE SALES TAX 
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of Business, Columbia University and 
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34 Columbia Law Review, May, 1934, 
pp. 809-830 


There are several major types of sales 
tax in existence today. They may be classi- 
fed according to the stage or stages of 
the industrial or commercial processes to 
which they apply, and according to the 
type of thing or service taxed. 


The sales tax is am emergency tax. It 
has developed in times of acute financial 
stress and has drawn many supporters from 
the ranks of those who oppose it in prin- 
ciple but who have believed that any source 
of revenue would be preferable to further 
curtailment of governmental activity. The 
opposition to the tax as a permanent part 
of a tax system is easily understood when 
it is recalled that insofar as it is shifted, 
it is much more of a burden on the poorer 
classes than almost any other tax in this 
country, save possibly the customs duties. 
Furthermore, since among many of the 
smaller merchants much of the tax is not 
shifted, at least in the early life of the tax, 
it becomes a levy on business profits or 
capital, distributed on a haphazard and 
decidedly unjust basis. To these faults 
may be added the failure of the tax to 
generate tax-consciousness on the part of 
the consumers, its many legal entangle- 
ments, and the difficulty of preventing 
evasion unless some special treatment is 
accorded small merchants or unless large 
sums are spent in administration. On the 
other hand, the ability of the tax to yield 
large sums of money promptly is unques- 
tioned. Neither those opposed to the tax, 
nor those supporting it, however, seem to 
have fully realized one of the most inter- 
esting and at the same time most disturb- 
ing features of the sales tax. 































































“resale.” 
an article is combined either in a physical 












Claims of 
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“simplicity” advanced by proponents of the 
tax have usually been left unrefuted by the 
other side. 
here as elsewhere the complexity of mod- 
ern economic life will not permit an ex- 
tensive tax, whether based on sales, income, 
or property, to be operated with ease, no 
matter how great the good will of the 
taxpayer or the intelligence of the official. 
The chief purpose of this paper is to pre- 
sent the more perplexing problems in the 
interpretation of sales tax statutes existing 
in this country. 


But experience is proving that 


Since many of the sales taxes are con- 


fined to retail sales, and since each of the 
others levies a rate on retail sales differing 
from the rates applied to wholesalers, 
manufacturers, and extractors, 
tial to define clearly the nature of a retail 
sale. 
test that “a retail sale is a sale for con- 
sumption or use and not for resale.” 
confusion arises from a failure precisely to 


it is essen- 
Most of the taxing statutes use the 
The 


define “use” or “consumption” as well as 


Examples are furnished (a) when 


or economic sense with another article, 
the resulting product being sold; (b) when 
an article is both used and resold, or 
when it is sold, but neither for use or con- 
sumption nor for resale, as with contain- 
ers; (c) when an article is transferred in 
the course of business, but not for a direct 
consideration; and (d) when the resale 
takes the form of a non-taxable transac- 
tion. Another type of problem is whether 
the intent of the verdor at the time of sale 
should be conclusive, or whether the sub- 
sequent history of the article should have 
a bearing on taxability. 

As the chief administrative difficulty 
facing retail sales tax officials is the defi- 
nition of “retail,” so the primary legal 
source of confusion is the applicability of 
the concept of “sale” to transactions in- 
volving the transfer of tangible personal 
property preceded, accompanied or fol- 
lowed by the rendition of service. The 
variety of administrative rulings is clear 
recognition of the extreme difficulty of the 
question. The origin of the difficulty is of 
course the restriction of the tax to the sales 
of tangible personal property, a restriction 
based almost entirely upon administrative and 
political considerations. It might well 
prove to be more practical from an ad- 
ministrative standpoint to remove entirely 
the “tangible personal property” qualifica- 
tion and subject to the tax everyone who 
sells either goods or services and who is 
engaged in business on his own account. 


It is an interesting problem also, to de- 
termine whether electricity, gas, steam, 
water, and air products are to be consid- 
ered tangible personalty. Further ques- 
tions may arise in this connection with 
respect to the status of bills of lading, 
warehouse receipts, gift certificates, trad- 
ing coupons, etc. 

Inability to tax sales in interstate com- 
merce has been the chief and perhaps the 
only reason for the restriction of state sales 
taxes to retail sales. Even under a retail 


tion of interstate trade between producer 
or distributor and ultimate consumer. In 


































tax there is a certain amount of stimula- 


effect, a hidden subsidy is granted to inter- 
state commerce, and the additional expense 
involved in rearranging channels of busi- 





433 


ness and maintaining them must be count- 
ed as one of the notable disadvantages of 
such a tax. 


So far as the jurisdictional issues are 
concerned, little definite learning is avail- 
able. The power of a state to tax sales 
which involve extra-territorial contacts is, 
in a sense, analogous to the problems in- 
volved in inheritance and income tax cases. 
It is likely that the formally similar nature 
of the sales and the inheritance taxes 
(both are excises) will induce the applica- 
tion of the theory of Frick v. Pennsylvania, 
268 U. S. 473 (1920), i. e., that the tax may 
be levied only by the state in which the 
property transferred has a situs at the time 
of the transfer, to sales tax cases. 


There are many other problems which 
have been developed under sales tax laws, 
and the process of revision through which 
these laws are going promises to raise still 
more. If, as seems likely, sales taxes re- 
main in force for some years in many of 
the states, there will develop a new body 
of tax law which, although perhaps not 
inherently as complex as that of the income 
tax, will nevertheless rival it in affording 
opportunity for error and litigation. 





CASE COMMENTS 


Board of tax appeals—After the first 
hearing of an appeal before the Board 
of Tax Appeals, the Member who sat as 
a Division to hear the case suddenly died. 
The respondent filed a motion for a re- 
hearing asking that all evidence received 
at the first hearing be rejected except for 
certain depositions, on the ground that 
the presiding Member because of his ill- 
ness did not properly conduct the case. 
The petitioner resisted the motion, con- 
tending that the Member was capable of 
conducting the trial and that the respond- 
ent was estopped from moving to reject 
the record. Held, that since the Board is 
given by statute authority to prescribe the 
rules of practice and procedure under which 
proceedings before it shall be conducted, 
it has the power to consider, and to take 
such action thereon as its sound discretion 
dictates. It may grant motions to vacate 
decision, new trials, reconsiderations, re- 
openings, and the like, at any time before 
its decision becomes final as provided by 
statute, and the cause passes beyond its 
control. Garden City Feeder Company, Peti- 
tioner, v. Commissioner of Internal Revenue, 
Respondent, 27 B. T. A. 1132 (1933). Dis- 
cussed in Geo. Wash. L. Rev., May, 1934, 
p. 526. 


Due process—The Washington excise 
tax on the sale of butter substitutes is 
not violative of the due process clause of 
the 14th Amendment, even though it 
operates as a burden on one industry and 
affects beneficially another industry, since 
there is not proof that the tax is a mere 
disguise under which confiscation is effected 
or some other unconstitutional power ex- 
ercised. Mangano Co. v. Hamilton, 54 Sup. 
Ct. Rep. 599; A. B. A. Jour., May, 1934, 
p. 296. 

X town, having defaulted in payment of 
principal and interest of bonds issued for 
certain public improvements, the holder 
thereof obtained judgment and a writ of 
mandamus requiring the town to levy a 
tax upon real and personal property suffi- 
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cient to pay the total amount of the bonds 
and the costs of the suit. P, a hotel com- 
pany, sues to restrain the collection of the 
tax. Held, that the judgment against the 
town was binding on the ’ inhabitants: 
dictum, that P was not deprived of its 
property without due process of law. Pate 
Hotel Company v. Morris, 171 S. E. 799 
(N. C. 1933). Discussed in W. Va. L. Q., 
Apr., 1934, p. 285. 


Estate tax—D and his surviving wife 
were tenants by the entirety of certain 
real property, toward the acquisition of 
which the wife had contributed nothing, 
and which had been acquired before New 
York enacted an estate tax computed on 
the full value of property owned by ten- 
ants by the entirety. Held, per curiam, the 
tax levied on the tenancy by the entirety at 
decedent’s death is constitutional. In re 
Weiden’s Estate, 263 N. Y. 107, 188 N. E. 
270 (1933). Approved in U. of Chicago L. 
Rev., May, 1934, p. 822. 


Excise tax—A Florida statute places a 
stamp tax upon “all sales, agreements to 
sell, or memoranda of sales or deliveries 
of, (or) transfers of legal title to shares,” 
whether or not entered upon the books of 
the corporation; and upon written obliga- 
tions to pay money which were made, exe- 
cuted, or transferred in Florida. P, doing 
business as broker in Florida, sought to 
enjoin the levying of the tax, presumably 
upon transactions wherein he received or- 
ders to sell stock from customers in Flor- 
ida and executed the sales upon the New 
York exchange. Held, (1) that the tax 
was unconstitutional as applied to sales 
of stock of foreign corporations made out- 
side the state; (2) that as to shares of a 
Florida corporation and transfers thereof 
made on the company books in Florida, 
the tax was valid, even though the sales 
were executed outside the state; and (3) 
that stockbrokers’ loans to clients on mar- 
gin accounts were subject to the tax as 
transactions distinct from the sale or pur- 
chase of the stock. Bickell v. Lee, 5 Fed. 
Supp. 720 (D. C., N. D. Fla. 1934). Dis- 
cussed in U. of Chicago L. Rev., May, 1934, 
p. 817. 


Exemptions—D Bible Institute owned 
land with buildings thereon in Jefferson 
County. These buildings were used for 
the purpose of religious instruction, and one 
tract of this land was used exclusively as 
a recreation resort for teachers and pupils 
of the institute. Held, that this property 
was exempt from taxation within the stat- 
utory and constitutional provisions of the 
State of Colorado. Colorado Tax Com- 
mission v. Denver Bible Institute, 30 Pac. 
(2d) 870 (Colo. 1934). Discussed in Rocky 
Mt. L. Rev., June, 1934, p. 293. 


Federal income tax—P, a general agent 
for fire insurance companies, received as part 
of his compensation from his principals an 
“overriding commission” on the net pre- 
miums derived from business. written 
through local agents. Upon the cancella- 
tion of a policy a proportionate refund was 
made from this commission. P kept books 
on an accrual basis, and until 1923 had 
treated these refunds as expenses of the 
year in which the policies were cancelled. 
At the close of 1923 he set up a liability 
account entitled “return commission re- 
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serve” which was an estimate of the liability 
expected to arise out of his obligation to 
refund. The total amount of this reserve 
was deducted from his income for 1923. 
Later additions were made to the reserve 
so that it would continue to approximate 
the amount expected to be refunded. The 
commissioner of internal revenue disal- 
lowed the credits so made to the “reserve” 
as deductions. Held, that the judgment be 
affirmed. Even when accounts are kept 
on an accrual basis, deductions must be 
taken in the year in which the liability 
therefor was actually incurred. Brown wv. 
Helvering, 54 Sup. Ct. 356 (U. S. 1934). 
Approved in Minn. L. Rev., May, 1934, 
p. 749. 

P, a corporation, upon authorization by 
its board of directors made contributions 
to the Washington Community Chest. 
Held, that the contribution is deductible 
from gross income as a business expense. 
The Evening Star Newspaper Company, Peti- 
tioner, v. Commissioner of Internal Revenue, 
Respondent, 28 B. T. A. 762 (1933). Dis- 
a in Geo. Wash. L. Rev., May, 1934, 
p. ‘ 


Gasoline tax—The Iowa tax on the use 
of gasoline as motor fuel within the state 
is valid as an excise tax, and is not a tax 
on the importation of gasoline into the 
state imposing an undue burden on inter- 
state commerce. Monamotor Oil Co. v. 
Johnson et al., 54 Sup. Ct. Rep. 575. A. 
B. A. Jour., May, 1934, p. 298. 


Gross receipts tax—The South Dakota 
Legislature enacted an emergency revenue 
measure purporting to tax gross income 
from all but a few exempt sources. Rates 
of taxation varied according to the source 
of income; in some groups the rate was 
graduated. Held, that the statute may be 
supported in part as an excise or privilege 
tax upon all businesses, the gross receipts 
being the measure of the tax. Income 
other than that accruing as a necessary in- 
cident of the pursuit of an occupation may 
not be taxed under this act. State ex rel. 
Botkin v. Welsh, 251 N. W. 189 (S. D. 1933). 
Discussed in Col. L. Rev., Apr., 1934, p. 780. 


Income taxation—Bankruptcy proceed- 
ings against a partnership of D and an- 
other were dismissed in 1905 when D’s 
brother-in-law paid creditors of the part- 
nership a percentage of the full amount 
due from the firm, and secured an assign- 
ment of their claims. In 1927 D made a 
payment to these former creditors to be 
applied as principal and interest on the old 
debts, and deducted that sum from ‘his 
gross income for 1927 in computing his 
income tax. Held, that such payments 
may not be deducted in determining tax- 
able income. Donnelley v. Commissioner of 
Internal Revenue, 68 Fed. (2d) 722 (C. C. A. 
7th 1934). Approved in U. of Chicago L 
Rev., May, 1934, p. 818. 

The U corporation, owned by T, pos- 
sessed stock of the M corporation. Wish- 
ing to avoid the surtax on the distribution 
of this stock to her by the U corporation, 
T created the A corporation and caused 
the M stock to be conveyed to it, in return 
for which she received the stock of the A 
corporation. On liquidation of the latter 
three days later, she received as a dividend 
the M stock, which she sold. The Board 
of Tax Appeals held taxable only her net 


gain on the liquidation of the A corpora- 
tion; 4. e., the difference between the cost 
of the M shares, determined as that pro- 
portion of the original cost of the U shares 
which the M shares bore to the total as- 
sets of the U corporation and their value. 
On appeal, held, reversed. The tax should 
have been-calculated upon the value of the 
M shares as a dividend. 
transaction falls within the words of the 
1928 Revenue Act, Sec. 112(i)(1)(B), “to 
dodge the shareholder’s taxes is not one 
of the transactions contemplated as cor- 
porate reorganization.” 
ory, 69 Fed. (2d) 809 (C. C. A. 2d, 1934) 
— in Col. L. Rev., May, 1934, p. 


to collect an inheritance tax from the state 
of Nebraska upon lands which had es- 
cheated to the state through failure of 
heirs. 
reversion and not subject to an inherit- 
ance tax. In re O’Conner’s Estate, 252 N. W. 
826 (Neb. 1934). Discussed in Va. L. Rev, 
June, 1934, p. 913. 


residences in both New Jersey and Penn- 
sylvania. 
taxes on his intangible personalty, each 
claiming that he was domiciled within its 
borders. An appeal from the Pennsylvania 
tax was upheld by the Pennsylvania Su- 
preme Court and the tax paid. 
appeal from the New Jersey assessment 
it is contended that the adjudication by 
the Pennsylvania court was final as to the 
question of domicil. 
sylvania court was without jurisdiction 
since A was domiciled in New Jersey, and 
that therefore full faith and credit need 
not be given: to the decree and the New 
Jersey tax was validly assessed. In re 
Dorrance’s Estate, 170 Atl. 601 (N. J. Pre- 
rogative Ct. 1934). 
L. Rev., May, 1934, p. 769. 


on the transfer by will of shares of stock, 
physically located in the state, in a domes- 
tic corporation owned by a decedent who 
was a non-resident of the United States. 
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Helvering v. Greg- 


Inheritance taxation—P county sought 


Held, escheat is in its nature a 


Inheritance taxation—A died in 1930 with 


Both states assessed inheritance 


On an 


Held, that the Penn- 


Discussed in U. of Pa. 


A state may impose an inheritance tax 


In re McCreery’s Estate, 29 Pac. (2d) 186 
(Cal. 1934). Discussed in Minn. L. Rev, 
May, 1934, p. 743. 


Uniformity—Under legislative authority 
the county officers in Illinois may increase 
the tax rate to cover costs and unavoid- 
able losses incurred in collection of taxes. 
In computing such an increase, the clerk 
included as uncollectible personal property 
taxes an item of over $1,000,000, represent- 
ing taxes of $20 or under on which there 
had been no attempt to enforce collection, 
since the cost of collecting would have ex- 
ceeded the amount recoverable. The re- 
lator applied for an order of judgment and 
sale for delinquent taxes. On appeal from 
a judgment overruling the defendant tax- 
payer’s objection, held, reversed and re- 
manded. Until a bona fide attempt to 
collect these taxes has been made, it is im- 
proper to allocate them as a loss, and such 
practice constituted a deprivation of the 
constitutional right of uniformity to those 
who have paid voluntarily. People ex rel. 
McDonough v. Chicago, M., St. P. & P. RB. 
Co., 188 N. E. 404 (Ill. 1933). Discussed in 
Col. L. Rev., May, 1934, p. 966. 
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PENDING STATE TAX LEGISLATION 


Under the above heading, report will be made of the introduction of and action taken 


on state tax legislation of importance to business interests. 
pending bills in state legislatures, and the final report will be that 


This section will be confined to 


of enactment, designated 


by a bold-faced star [ye]. This feature is made possible through the facilities of the Com- 


merce Clearing House Legislative Reporting Department, which 


furnishes a twenty-four 


hour reporting service on all subjects for all states. Copies of the text of any bill reported 


may be obtained for a service charge of one dollar per bill. 


KENTUCKY 
Special Session 



















*% Act No. 20, L. 1934 (H. B. No. 82), 
repeals Act 34 of 1930 (Dart’s 1933 Code 
Secs. 8839-8853), the malt beverage license 
law. Approved July 12, 1934. 


*% Act No. 77, L. 1934 (H. B. No. 519), 
provides for a constitutional amendment to 
be submitted to the people at the Novem- 
ber 1934 general election, to amend Sec. 8 
of Art. X of the Constitution to allow 
political subdivisions to impose greater 
license fees on dealers in alcoholic bev- 
erages than are imposed by the state. Ap- 
proved July 13, 1934. 


* Act No. 101, L. 1934 (H. B. No. 491), 
prohibits sales of liquors within six miles of 
the State Normal College. Approved July 
13, 1934. 

H. 25, providing for local option on the 
retail sale of liquor, was vetoed. 

H. 26, providing for state enforcement 
of dry laws in territories voting for local 
option, was vetoed. 


The first special session of the Kentucky 
Legislature adjourned July 2, 1934. In ad- 
dition to the Gross Receipts Tax Law of 
1934, House llx, noted in the June Tax 
Legislation Bulletin, the following addi- 
tional bills became law. 


Chain store tax.—ykHouse 50x imposes 
a tax upon every merchant establishing, 
operating or maintaining one or more 
stores at the following rates: one store, $2; 
two to ten stores, $20 each; eleven to twen- 
ty-five stores, $50 each; twenty-six to fifty 
stores, $100 each;. over fifty stores, $150 
each. Approved and effective July 2, 1934. 


Motor vehicle operators license. — 
x House 28x provides for the licensing of 
motor vehicle operators. The fee is 50¢. 
Approved and effective July 3, 1934. 


Sales tax on motor vehicle trucks.— 
% House 66x imposes a 3% tax on the retail 
sales price of trucks, if purchased under 
such circumstances that the retail price of 
said trucks was not increased by the im- 
position of the Kentucky Gross Receipts 
Tax of 1934. The tax is paid but once. 
Law without approval, July 12, 1934. 


Amusements.—ykeAct. No. 46, L. 1934 
(H. B. No. 645), amends Act.324 of 1926, 
revising rates for licenses for public enter- 
tainments, exhibitions and amusements. 
Approved July 12, 1934. 


Auctioneers—ykAct No. 117, L. 1934 
(H. B. No. 288), imposes a license fee on 


* House 65x imposes a 3% tax on the retail proved July 13, 1934. 
sales price of passenger automobiles if pur- | ——— 
chased under such circumstances that the : 
retail price of said automobile was not in- 1934 Sessions 
= by the imposition of the Kentucky rn esi poe 
ross Receipts Tax of 1934. The tax is 
id b A 1 Arkansas (2nd Sp.).. Jan. 2 Jan. 26 
paid but once. Law without approval,| Arkansas (3rd Sp.).. Apr. 9 Apr. 11 
July 12, 1934. Colorado (2nd Sp.).. Dec. 4, °33 jan. 22 
Tilinors (2nd Sp.) 2. Now. 28°33 May 11 
inois (2nd Sp.).... Nov. : ay 
Illinois (3rd Sp.).... Feb. 13: May 11 
LOUISIANA ae Sp) i y a 6, °33 — . 
; age : ; ansas (2n Day .;. Sees 1 ar. 
a. kg’ 1934 oh gw ae. fan. 2 Mar. 15 
July 12 iste, ature adjourned sine die on Kentucky (aa: May 2 fay 3 
uly 12, 5 UOTE Frais c cbs s.< ay uly 
Effective dates of new laws.—The Louisi- Massochu ssp.) pees pel 22, 33 Jan. 4,°34 
ana Constitution provides that new laws] Michigan (2nd Sp.).. Feb. 19 Apr. rf 
go into effect 20 days after the legislature Minnesota. (Sp.) .... pec. aa = 6, °34 
adjourns. Missouri (Sp): ue. Oct. 17,733 Jan. 12 
ss ontana ED «cet « ov. Ae an. 
Advertising.—% Act No. 23, LL. 1934 New Hampshire (Sp.) May 14 une 
. ° oO. imposes a license tax On OW SOCOET 2. ccecciee an. . an. . 
(H. B. No. 343) imp ] t N 10 33 3.'34 
persons or corporations selling or publish- cw Jersey .....-.-- an. ec. 
ing advertising at a fee, in publications hav- | NOW woe? (SP-)--- pre 8 APT. 3F 
ing a circulation of 20,000 or over per week, New York (Sp.). Sos uly 10 Bh thal 
i i ort BROER ....:. ee) Se. Gadaeckow 
or by means of moving pictures, of 2% of) Gprn ond Sp.) 2... ec. 6,'33 Nov. 19734" 
the gross receipts from such business, pay-| Ohio (3rd § | hes ea 2 June 29 
able quarterly beginning October 1, 1934. Rhode Island si an. 2 Apr. 26 
ode isian op. Se, Be Whe ee wre wwe 
yore ve July 12, 1934. - South Carolina = 3 Ar 14 
coholic beverages—yeAct No. 15,| Fexas (2nd Sp.).... Jan. eb. 
L. 1934 (H. B. No. 666), licenses, regu-| Virginia "°°: Tam’ 10 Mar. 20 
lates and taxes the manufacture, sale and | Washington (Sp.).. ec. 4,33 Jan. 13 
distribution of alcoholic beverages con- we Va. (a4 Pp.) - a tet ae 7 
taining more than 6% alcohol by volume. isconsin (Sp.) .... Dec. 11, a 


Approved July 12, 1934. 


* Date to which adjourned. 
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Automobile repairs—ykAct No. 233, L. 
1934 (H. B. No. 331), imposes graduated 
license fees on automobile repair busi- 
nesses. Approved July 16, 1934. 


Boxing.—yxxeAct No. 11, L. 1934 (S. B. 
No. 31) removes the minimum tax on box- 
ing matches in cities of less than 200,000 
population. Approved July 11, 1934. 


Chain stores—ykAct No. 51, L. 1934 
(H. B. No. 526), amends the existing chain 
store tax law as to taxes payable for the 
tax year 1935 and succeeding tax years; 
among other changes, the number of stores 
in the chain as well as the number of stores 
in Louisiana is considered in computing 
the tax. Approved July 12, 1934. 


Collection and commercial rating agen- 
cies, and insurance adjusters.—House 391 
reclassifies collection agencies and insur- 
ance adjusters for license fee purposes. 
Vetoed. 


Corporation charters—yAct No. 16, 
L. 1934 (H. B. No. 536) provides for can- 
cellation of corporation charters for non- 
gon of franchise tax. Approved July 
12, 1934. 


Corporation franchise tax.—yxx Act No. 18, 
L. 1934 (H. B. No. 626), provides for a 
lien for unpaid franchise taxes, filing of 
certificate thereof by the Secretary of State 
in any parish in which the corporation has 
property, notice to taxpayer, and seizure 
and sale of taxpayer’s goods. Approved 
July 12, 1934. 


Cotton exchange tax.—yAct No. 24, 
L. 1934 (H. B. No. 342), imposes a tax of 
2¢ per $100 of sale price, on sales of any 
cotton for future delivery made on any ex- 
change or board of trade, payable by per- 
sons or corporations selling. Payable 
quarterly, beginning October 1, 1934. Ap- 
proved July 12, 1934. 


Electric power.—yxeAct No. 32, L. 1934 
(H. B. No. 184), amends the electric pow- 
er tax to provide for reduction on power 
manufactured by users. Approved July 12, 
1934. 


Farm products.—yxkAct No. 176, L. 1934 
(H. B. No. 245), provides for licensing of 
dealers in farm products. Approved July 
13, 1934. 


Fish—ykAct No. 116, L. 1934 (H. B. 
No. 195), regulates the fishing industry. 
Approved July 13, 1934. 


Furriers—xkAct No. 97, L. 1934 (H. B. 
No. 223), increases furriers’ license fees 
and nonresident deposit checks. Approved 
July 13, 1934. 

H. 280, requiring surety bond and $25 
fee of those storing furs, was vetoed. 
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Gasoline.—ykAct No. 2, L. 1934 (H. B. 
No. 202), provides by joint resolution for 
amendment of the Const., Art. VI, Sec. 22, 
to revise the provisions thereof in regard 
to taxation of kerosene and motor fuels; 
the same to be submitted to the people 
at the November, 1934, general election. 
Approved July 5, 1934. 

* Act No. 12, L. 1934 (H. B. No. 353), 
makes technical changes in the gasoline 
inspection law. Approved July 12, 1934. 

*% Act No. 34, L. 1934 (H. B. No. 354), 
changes technical provision of the gasoline 
tax law. Approved July 12, 1934. 

x Act No. 72, L. 1934 (H. B. No. 101), 
requires retailers of gasoline to report 
sales to parish treasurers. Approved July 
12, 1934. 

House 625 redefines the term “jobber” 
in the gasoline tax act. Vetoed. 


Income tax.—ykAct No. 21, L. 1934 
(H. B. No. 339), imposes a tax upon net 
income of corporations in excess of $3,000, 
and upon net income of individuals. Rates 
for individuals begin at 2% on the first 
$10,000 and graduate to 6% above $50,000; 
for corporations, 4% of the net income as 
fixed for Federal Income Tax purposes. 
The Act is effective January 1, 1935, sub- 
ject to approval at the November, 1934 
general election of amendments to Sec. 1 
of Art. X of the Constitution as proposed 
by Act No. 81, L. 1934 (H. B. No. 29). 
Approved July 12, 1934. 


*% Act No. 81, L. 1934 (H. B. No. 29), 
provides for a constitutional amendment to 
be submitted to the people at the Novem- 
ber 1934 general election, to amend Sec. 1 
of Art. X of the Constitution to increase 
the authorized rate of income tax from 3% 
to not exceeding the rates imposed by Act 
No. 21, L. 1934 (H. B. No. 339). Approved 
July 13, 1934. 


Insurance.—ykAct No. 20, L. 1934 (H. B. 
No. 349), corrects teclmnical error in the in- 
surance license law. Approved July 12, 
1934. 


Kerosene tax.—ykAct No. 2, L. 1934 
(H. B. No. 202), provides by joint resolu- 
tion for amendment of the Const., Art. VI, 
Sec. 22, to revise the provisions in regard 
to taxation of kerosene and motor fuels; 
the same to be submitted to the people at 
the November 1934 general election. Ap- 
proved July 5, 1934. 


Milk.—H. 51, creating a milk control 
board with power to regulate the distri- 
bution of milk, was vetoed. 


Motor carriers—yAct No. 89, L. 1934 
(S. B. No. 52), permits carriers to operate 
seven miles outside parish or municipality 
where licensed without obtaining additional 
license. Approved July 13, 1934. 


Motor vehicles—yAct No. 2, L. 1934 
(H. B. No. 202), provides by joint reso- 
lution for amendment of the Const., 
Art. VI, Sec. 22, to fix lower minimum mo- 
tor vehicle fees for automobiles and trucks; 
the same to be submitted to the people at 
the November, 1934, general election. Ap- 
proved July 5, 1934. 

‘t*eAct No. 3, L. 1934 (H. B. No. 1), pro- 
vides by joint resolution for amendment of 
the Const., Art. X, Sec. 4, to add a new 
section thereto exempting motor vehicles 
from state, parish and special taxes, pro- 
vided that the exemption as to municipal 
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taxing districts shall only apply if such tax- 
ing district shall so provide by special acts; 
the same to be submitted to the people at 
the November 1934 general election. Ap- 
proved July 5, 1934. 

*% Act No. 4, L. 1934 (H. B. No. 309), 
reduces motor vehicle registration and 
license fees; the same to be effective Janu- 
ary 1, 1935, contingent upon adoption by 
the people at the November, 1934, general 
election of amendments to the Constitution 
waa 2 and 3, L. 1934; approved July 


Oleomargarine.—ykAct No. 178, L. 1934 
(H. B. No. 68), imposes an excise stamp 
tax of 12¢ per pound on all oleomargarine 
sold or offered for sale containing any oil 
or fat other than the following: oleo from 
cattle, hog lard, peanut, corn, cottonseed, 
or soy bean oils, or milk fat. Approved 
July 13, 1934. 


Oleomargarine tax.—ykAct No. 33, L. 
1934 (H. B. 159), extends the oleomar- 
garine tax for two years, and to all by- 
products, edible and non-edible, of beef and 
veal. Approved July 12, 1934. 


Parking and storage.—ykAct No. 127, L. 
1934 (H. B. No. 107), repeals the tax on 
ck and storage space. Approved July 
te 4 


Peddlers and firearms dealers.—yAct 
No. 87, L. 1934 (H. B. No. 75), amends sub- 
sec. F of sec. 16, and sec. 29 of Act 190 
of 1932, imposing license fees on peddlers 
and their clerks, and on dealers in fire- 
arms except of 22 caliber rifles of from $25 
to $200. Approved July 13, 1934. 


Property taxes—ykAct No. 3, L. 1934 
(H. B. No. 1), provides by joint resolution 
for amendment of the Const., Art. X, Sec. 4, 
to add a new section thereto exempting 
motor vehicles from state, parish and spe- 
cial taxes, provided that the exemption as 
to municipal taxing districts shall only ap- 
ply if such taxing district shall so provide 
by special act; the same to be submitted 
to the people at the November, 1934, gen- 
eral election. Approved July 5, 1934. 

*%Act No. 6, L. 1934 (H. B. No. 55), 
amends Sec. 4 of Act No. 14, L. 1917 Extra 
Sess., to allow deduction of shares of bank 
stock issued to the U. S. or any agency 
thereof in computing the value of bank 
shares for purposes of taxation. Approved 
July 5, 1934. 

¥% Act No. 41, L. 1934 (S. B. 202), pro- 
vides for separate assessment of mort- 
gaged property so that mortgagee may 
better protect his interest against tax de- 
linquencies. Approved July 12, 1934. 

*% Act No. 54, L. 1934 (H. B. No. 335) 
provides for a property tax relief fund to 
be used to reduce taxes on and create ex- 
emptions as to homesteads up to $2,000; 
effective on approval by the people of con- 
stitutional amendment authorizing same. 
Approved July 12, 1934. 

* Act No. 78, L. 1934 (H. B. No. 8), pro- 
poses a constitutional amendment for cre- 
ating a homestead exemption fund to 
reduce property taxes. Approved July 12, 
1934 


x Act No. 82, L. 1934 (H. B. No. 310), im- 
poses a one-mill tax for Confederate pen- 
sions. Approved July 13, 1934. 

* Act No. 83, L. 1934 (H. B. No. 4), pro- 


vides for submission to the people of a con- | 
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stitutional amendment limiting the voting 
of special taxes and assessments. Ap- 
proved July 12, 1934. 

*% Act No. 86, L. 1934 (H. B. No. 157) 
amends the law providing for the voting of 
acreage taxes. Approved July 13, 1934. 

*Act No. 106, L. 1934 (H. B. No. 459) 
provides for quieting tax titles after three 
years. Approved July 13, 1934. 

*% Act No. 126, L. 1934 (H. B. No. 148), 
defines “actual cash value” for assessment 
purposes. Approved July 13, 1934. 

w%Act No. 158, L. 1934 (H. B. No. 50), 
permits the redemption of property from 
tax sales on payment by the owner of all 
back taxes, and for redemption of separate 
parcels where sold as a unit. Approved 
July 13, 1934. 

*% Act No. 161, L. 1934 (H. B. No. 150), 
provides for redemption without penalties 
of property forfeited for nonpayment of 
taxes. Approved July 13, 1934. 

*% Act No. 175, L. 1934 (H. B. No. 19), 
amends sec. 87 of Act No. 170 of 1898 to 
permit redemption of any property forfeit- 
ed to the state and held by it for nonpay- 
ment of taxes. Approved July 13, 1934. 

* Act No. 210, L. 1934 (H. B. No. 142), 
provides for the manner of contesting as- 
sessments where taxpayer owns property 
in more than one parish. Approved July 
12, 1934. 

H. 42, providing for court order putting 
purchaser at tax sale in possession after 
three years but not earlier, was vetoed. 

H. 44, prohibiting sheriffs from taking 
possession of lands for three years follow- 
ing their forfeiture to the state for non- 
payment of taxes, was vetoed. 

S. 15, providing for redemption in in- 
stallments of property forfeited to the 
state, was vetoed. 


Public utilities tax.— yk Act No. 13, L. 1934 
(H. B. 341), modifies the gross receipts tax 
on public utilities. Approved July 13, 1934. 


Royalties.——House 409 imposes a license 
fee on the business of dealing in property 
rights, royalties, etc. Vetoed. 


Severance tax on sulphur.—yxAct No. 53, 
L. 1934 (H. B. No. 336), increases the sev- 
erance tax on sulphur to 60¢ per ton on 
2240 pounds. Approved July 12, 1934. 


Soft drinks.— yx Act No. 36, L. 1934 (H. B. 
No. 81), repeals the soft drinks tax begin- 
ning August 1, 1934. Approved July 12, 
1934. 


Tobacco.—ykAct No. 35, L. 1934 (S. B. 
No. 179), provides for redemption of un- 
used stamps issued under Act 197 of 1926 
up to 90 days after effective date of the 
Act. Approved July 12, 1934. 


¥% Act No. 52, L. 1934 (H. B. No. 352), 
amends the title, reduces rates on cigars 
retailing for from 5¢ to 8¢ to $2 per 1,000, 
and modifies other portions of Act 4 ol 
1932. Approved July 12, 1934. 


Warehousing.—% Act No. 223, L. 1934 
(H. B. No. 260), creates a state warehous- 
ing commission. Approved July 12, 1934. 


Wholesale licenses—H. 273 amends 
Sec. 8 of the general license law to con- 
form with N. R. A. Vetoed. 
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Court Decisions 


An Account Stated Defined.—The Court holds that an 
account stated was created between the Government and 
the taxpayer; that no refund claim was necessary to sup- 
port a suit on such account stated; and that the suit was 
timely, being filed within six years of accrual of the cause 
of action. The account stated resulted from a letter sent 
taxpayer by the Commissioner stating that there had been 
an overpayment of its 1920 taxes for which a certificate 
of overassessment would be issued. The certificate was not 
issued. “Where a fixed sum is admitted by one party to be 
due the other and there is a promise express or implied 
for the payment of this amount, an account stated is ren- 
dered.” The fact that taxpayer protested against the Com- 
missioner’s refusal, in the same letter, to grant special 
assessment, does not signify that taxpayer did not assent 
to the statement sent it by the Commissioner.—U. S. Court 
of Claims in Shipley Construction & Supply Company v. The 
United States. No. 42131. Chief Justice Booth and Judge 
Williams dissent, without written opinion. 


Accounting Periods.—Petitioner’s books had always 
been kept on the basis of a fiscal year ended June 30, but 
until 1930 returns had always been filed on a calendar year 
basis. It is held that returns should have been filed on the 
basis of the fiscal year in accordance with the books. The 
Board of Tax Appeals having held that the Commissioner 
was not authorized to compute the net income or to deter- 
mine the consequent tax liability on the basis of the calen- 
dar year 1921 and that there was no deficiency for that year, 
the court, on appeal, holds that the taxpayer was not 
estopped from raising the question of the proper account- 
ing period for the first time on its petition to the Board to 
review the deficiency.—U. S. Circuit Court of Appeals, 
Second: Circuit, in Guy T. Helvering, Commissioner, v. The 
Brooklyn City Railroad Company and Brooklyn and Queens 
Transit Corporation, as successor by merger and consolidation 
to the Brooklyn City Railroad Company. Board of Tax Ap- 
peals decision, 27 BTA 77, affirmed. 


Accrued Income.—Petitioner, on the accrual basis, is held 
to have correctly accrued in 1928 a Mixed Claims Com- 
missions Award, although payment of the award was spread 
over a number of years and only 80 per cent of the amount 
accrued in 1928 was paid in the years immediately following. 
“The petitioner’s right to receive the amount of its award 
became fixed in 1928 and there then existed reasonable 
ground to believe that it would ultimately be paid. To 
the extent of 80 per cent payment was to be expected 
within six years. * * * To this extent at least it was 
proper to accrue it on the books in that year.”—U. S. Cir- 
cuit Court of Appeals, Second Circuit, in The Automobile 
Insurance Company of Hartford, Conn. v. Commissioner of 
Internal Revenue. Memorandum decision of the Board of 
Tax Appeals reversed. 


Affiliated Corporations.—Corporations were not affiliated 
for the period pending their statutory consolidation under 
Illinois laws (in 1919) where the consolidation was delayed 
awaiting the outcome of pending state legislation regard- 
ing corporation laws, and, in the meantime, the shares of 
the corporation were placed in escrow with a trustee, the 
companies were operated under a single management and 
conducted their businesses from the same headquarters. 
During the taxable period there was no such binding con- 
tract as would have given the then unformed new corpora- 
tion right or title to the capital stock to be transferred to 
it after it came into existence. Handy & Harman v. Burnet, 
284 U. S. 136, followed.—U. S. Circuit Court of Appeals, 
Seventh Circuit, in Trahern Pump Company and George D. 
Roper Corporation v. Commissioner of Internal Revenue. 
No. 5107. Oct. term, 1933, April session, 1934. 


Affiliated Corporations—Taxable Income.—Where a sub- 
sidiary member of an affiliated group sold to third parties, 
in 1924, stock which it owned in the parent corporation, 
the resulting gain is taxable income of the affiliated group. 
—U. S. Circuit Court of Appeals, Second Circuit, in Com- 
missioner of Internal Revenue v. General Gas & Electric 
Corporation. Unreported memorandum decision of the 
Board of Tax Appeals reversed and remanded. 


Automobile Tire Tax.—Retreated tires are not taxable 
under Section 602 of the Revenue Act of 1932. That sec- 
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tion was meant to apply only to new tires. Taxpayer was 
not a manufacturer under the provisions of that section but 
is classified as a repairman. 

Taxpayer not having included the tax paid on such tires 
in the price for which they were sold, nor collected it from 
the vendee, is entitled to recover. 

Under the provisions of Section 621(c), 1932 Act, no 
interest is allowable on the tax overpaid—uvU. S. District 
Court, So. Dist. of Ohio, West Div., in J. C. Skinner, doing 
business as Skinner Tire & Rubber Company, v. United States 
of America. 


Basis for Determining Gain from Sale of Property.—In 
determining gain from the sale of property in 1926, the 
basis must be reduced by six years’ depreciation allowable 
since acquisition of the property though none was claimed 
or allowed in the first three years and the entire amounts 
claimed in the last three years were disallowed by the Com- 
missioner. The provision in the 1926 Act for reduction of 
the basis for such depreciation allowable is not unconstitu- 
tional in requiring such reduction of the basis and consequent 
increase of the gain on disposition where the depreci- 
ation had not been allowed.—U. S. Circuit Court of Appeals, 
Eighth Circuit, in James C. Jones, Sr. v. Commissioner of 
Internal Revenue. No. 9863.—May term, 1934. Memoran- 
dum decision of the Board of Tax Appeals affirmed. 


Capital Receipts——Bonus received for lease of mineral 
rights having been less than the lessor’s capital base, the 
bonus should be applied against the basis of the property. 
None of it represents income.—U. S. District Court, So. 
Dist. of West Virginia, in The United States of America, 
Plaintiff, v. Sherman Development Company, a corporation, 
and Nelson Land & Oil Company, a dissolved corporation. 
In Equity No. 2458. 


Capital Stock Tax.—Certain trust is held to have carried 
on its business in substantially the same way that a cor- 
poration would have carried it on, and was therefore subject 
to capital stock tax in 1924 to 1926. “It regularly bought 
and sold merchandise for the purpose of realizing a profit 
thereon; it constituted the persons to carry on the business, 
and even made provision for exemption of the trustees 
from personal liability for trust obligations, much as in the 
case of business corporations.’”=-U. S. Circuit Court of 
Appeals, Seventh Circuit, in Mabel G. Reinecke v. Fred 
Kaempfer, Fred William Kaempfer and Harry Seeberger, as 
Trustees of The Kaempfer Trust. No. 5086. Oct. term, 1933, 
April session, 1934. Decision of the District Court reversed. 


Commissions on Loans—When Taxable.—Commission 
deducted from the principal of a loan is not taxable income 
to a taxpayer on the cash basis until the loan is repaid or 
until the note evidencing the loan is sold—U. S. Circuit 
Court of Appeals, Eighth Circuit, in Guy T. Helevring, Com- 
missioner of Internal Revenue, v. Martin-Stubblefield, Inc. 
No. 9837, May term, 1934. Unpublished memorandum 
decision of the Board of Tax Appeals affirmed. 


Damages Against Government Officials for Erroneous 
Tax Assessment.—Acts of the defendants, through the 
Commissioner of Internal Revenue, in erroneously inter- 
preting the statute as imposing the oleomargarine tax on 
the plaintiff's vegetable oil product before July 10, 1931, 
and in erroneously collecting such taxes did not render 
them liable for damages, even though the error be de- 
scribed as arbitrary, capricious, and malicious. “If the 
Secretary of the Treasury may lawfully be brought to trial 
before a jury upon a claim for damages because of an 
erroneous assessment of taxes whenever it is charged that 
his action is arbitrary, capricious, and malicious, it would 
expose such officer to a risk which is contrary to public 
policy.”—U. S. Circuit Court of Appeals for the District 
of Columbia in Standard Nut Margarine Company of Florida, 
a Corporation, v. Andrew W. Mellon and Ogden L. Mills. 
No. 6183. Decision of the Supreme Court of the District 
of Columbia affirmed. 


Depreciation Allowances.—Where property was trans- 
ferred, in 1921, to a corporation for all its capital stock, the 
corporation merely stepped into the position of the trans- 
feror, and the amount of depreciation to which the corpo- 
ration is entitled should be diminished by that taken by the 
transferor prior to the transfer —U. S. Circuit Court of 
Appeals of the District of Columbia in B. F. Shaw Printing 


(Continued on page 442) 
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Tax Legislation Speculation 


i rem cig for increased revenue virtually foreordains 
new tax legislation, but the form it will take is yet 
a matter of sheer surmise. 

Undoubtedly the Administration’s program will be de- 
termined in large measure by the recommendations of the 
special commission which, under the direction of Dr. Jacob 
Viner, is making a comprehensive examination of the 
national revenue system, and by the information obtained 
by the group of experts which has been detailed to make 
a first-hand survey of the British and other European tax 
systems. 

That a general sales tax or a manufacturers’ sales tax will 
be proposed does not appear to be probable. The process- 
ing taxes are in themselves about all the commodity taxes, 
aside from excise taxes now imposed, which can be levied 
without serious political repercussions, in view of the prob- 
ability that increased cost of living as a result of the 
drought will weigh heavily on the masses of the people 
with low or no incomes. 

That any extraordinary change in the chief revenue 
sources of the Government will be made, as has been pre- 
dicted in some quarters, likewise seems improbable. The 
general policy of the administration appears to preclude 
a departure from the present underlying policy of raising 
revenue in the main according to the principle of ability 
to pay or equality of sacrifice. This, however, does not 
preclude extension of the income tax to lower income 
ranges than are now subject to that tax. 


Compensating Tax on Rayon Sought by Cotton 
Industry 


CCORDING to the contentions of the cotton textile 
industry the processing tax of 4.2 cents a pound is 
operating unfairly to the advantage of the rayom industry. 
At the request of the cotton industry, the Agricultural 
Adjustment Administration has held hearings to determine 
the merits of the complaint, but the findings have not been 
made public. Under Section 15 (d) of the Agricultural Ad- 
justment Act if the Secretary of Agriculture finds that a 
processing tax levied on a given product is causing a shift 
in consumption to a competing product or resulting in the 
accumulation of surpluses he is obliged to place a com- 
pensating tax on the competing product. Two sets of 
compensating taxes—those on certain paper and jute prod- 
ucts are now in effect in consequence of the compensating 
tax on cotton. en { 

On July 31 the Agricultural Adjustment Administration 
announced that the cotton processing tax will continue to 
be in effect for the 1934-1935 cotton marketing year, and 
that no change in the rate of tax is contemplated. Follow- 
ing is an extract from the administration’s statement: 

It has been recognized for several months that the tax would be con- 
tinued during 1934-1935, since a rental and benefit program with respect 
to the 1934-1935 crop has been developed and is in operation. he 
Agricultural Adjustment Act provides that when the Secretary of Agri- 
culture determines that rental or benefit payments are to be made with 
respect to any basic agricultural commodity he shall proclaim such 
determination, and a processing tax shall be in effect with respect to 
such commodity from the beginning of the marketing year therefor 
next following the date of such proclamation. The Act also specifies 
that the processing tax shall terminate at the end of the marketing 
year current at the time the Secretary proclaims that rental or benefit 
payments are to be discontinued with respect to such commodities. 
On July 14, 1933 the Secretary of Agriculture proclaimed that rental 
and/or benefit payments were to be made with respect to cotton. Part 
of the rental payments under the 1934 program have already been 
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made, and the rest of the rental payments and the benefit payments are 
to be made during the fall and winter. 

With respect to the rate of tax, the Act provides that the rate shall be 
determined by the Secretary of Agriculture in accordance with the 
formula prescribed as of the date the tax first takes effect, and the rate 
so determined shall, at such intervals as the Secretary finds necessary 
to effectuate the declared policy of Congress, be adjusted by him to 
conform to such requirements. No adjustment of the rate of tax may 
be made unless the Secretary finds it necessary to make such an adjust- 
ment to effectuate the declared policy of the Act. The Secretary has 
not done so, nor do the facts warrant a finding at this time. In 
accordance with the formula prescribed in the Act the rate of tax as 
of the beginning of 1933-1934 cotton marketing year was found to be 
4.2¢ per pound net weight. 

In view of the requirements of the Agricultural Adjustment Act, 
the Administration feels warranted in assuring industry that no rede- 
termination of the rate of the raw cotton processing tax is at present 
contemplated. 


The statement followed persistent rumors that an in- 
creased processing tax rate was under consideration. The 
present rate is declared by the cotton industry to be an 


excessive burden, and hence the report of a higher prospec- 
tive rate resulted in vigorous protests. 


Tobacco Control Act Regulations 


EGULATIONS relating to the tobacco tax imposed 

by the Tobacco Control Act of 1934’ have been issued 
by the Bureau of Internal Revenue. They were approved 
on July 23, 1934-by T. J. Coolidge, acting secretary of the 
Treasury. 

The rate of tax upon the first bona fide sale of tobacco 
harvested subsequent to June 28, 1934, and prior to May 1, 
1935, by virtue of Proclamation No. 1 of the Secretary of 
Agriculture, dated July 3, 1934, and made pursuant to Sec- 
tion 3(a) of the Act, is 25 per cent (the minimum under 
the law) of the price for which tobacco to which the tax 
is applicable is sold. 

The tax is applicable for the period above stated to all 
tobacco except Maryland tobacco, Virginia sun-cured 
tobacco, and cigar leaf tobacco. No tax applies to the 
resale of tobacco with respect to which the tax was paid 
upon its first sale. By means of tax-payment warrants 
issued to producers, the tax is effective only on the amount 
of tobacco in excess of the amount which contracting pro- 
ducers are permitted to market under agreements between 
them and the Secretary of Agriculture or in excess of the 
number of pounds which the Secretary of Agriculture esti- 
mates may be produced on a percentage of a base acreage, 
as provided by law. Subject to certain limitations, the 
Secretary of Agriculture may issue in any county further 
warrants, covering an amount of tobacco of any type not 
in excess of 6 per cent of the amount of tobacco of such 
type covered by the warrants issued to all contracting pro- 
ducers in such county, to persons engaged in the produc- 
tion of tobacco of such type in the county as to whom the 
Secretary determines that no equitable allotment of tobacco 
acreage or production is possible under tobacco-reduction 
contracts offered pursuant to the Agricultural Adjustment 
Act. 

The regulations contain definitions of terms and details 
as to collection of the tax, use of tax-payment warrants in 
payment of the tax, issue, purchase, and use of sale tax 
stamps, return requirements, etc. Following are the in- 
structions in the regulations relative to returns: 


Returns.—(a) In the case of any sale of tobacco, including any 
resale on an auction warehouse floor, on and after August 1, 1934, a 
return, in duplicate, on T. A. Form 111, which may be obtained from 


1 Public—No. 483—73d Congress (H. R. 9690), approved June 28, 1934. 
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any collector of internal revenue, must, on or before the last day of 
the month following the month in which the sale is made, be filed by: 

(1) = warehouseman, if the sale is made on auction warehouse 

oor, 

(2) the purchaser, if he is a dealer in leaf tobacco or a processor 
of tobacco, and the sale is not made on an auction warehouse 
floor, or 

(3) the seller, in the case of other sales. 

The original and duplicate return, properly filled out in accordance 
with the instructions thereon, signed and sworn to before an officer 
authorized to administer oaths, must be filed with the collector of internal 
revenue for the district in which is located the principal place of 
business of the person required to file the return. If such person has 
no principal place of business in the United States, the return shall 
be filed with the collector at Baltimore, Maryland. 

Each original return must have securely attached thereto, (1) tax- 
payment warrants covering all sales of tobacco so tax paid during the 
month for which the return is filed, and (2) properly executed memo- 
randums of sale covering all other sales during such month with 
“Tobacco Sale Tax” stamps affixed thereto, and cancelled, or with 
affidavits on the back thereof, duly executed. : 

If the last day of the month on which the return is due falls on 
Sunday or a legal holiday, the return may be filed on the next follow- 
ing business day. 

The return for the month of August, 1934, must be filed on or 
before October 1, 1934. 

(b) In the case of any tobacco harvested subsequent to June 28, 
1934, and sold prior to August 1, 1934, the seller, on or before August 31, 
1934, must file a return, in duplicate, on T. A. Form 113, which may 
be obtained from any collector of internal revenue, and pay the tax 
due on such sales to the extent that they are not covered by tax- 
payment warrants issued by the Secretary of Agriculture pursuant to 
section 5 of the Act, at the rate specified in article 2. Both the original 
and duplicate returns, properly filled out in accordance with the instruc- 
tions thereon, signed and sworn to, must be filed with the collector 
of internal revenue for the district in which is located the principal 
place of business of the seller, or, if he has no principal place of busi- 
ness in the United States, with the collector at Baltimore, Maryland. 

A penalty of 25 per cent of the amount of the tax is imposed by 
law for failure to file this return within the time prescribed. 

Each original return must have securely attached thereto tax-payment 
warrants covering all sales of tobacco so tax-paid during the period 
for which the return is filed. 

Collectors may receive uncertified checks in payment of the tax shown 
on return on T. A. Form 113, if such checks are collectible at par- 
that is, for their full amount, without deduction for exchange or other 
charges. The collector will stamp on the face of each check before 
deposit the words ‘‘This check is in payment of an obligation to the 
re States and must be paid at par. No protest,’ with his name 
and title. 

If the bank upon which any such check is drawn should, for any 
reason, refuse to pay it at par, the check should be returned through 
the depositary bank and treated as a dishonored check. All expenses 
incident to the attempt to collect such check and the return of it: through 
the depositary bank must be paid by the drawer of the check to the bank 
on which it is drawn, since no deduction can be made from amounts 
received in payment of taxes. If any taxpayer whose check has been 
returned uncollected by the depositary bank should fail at once to 
make the check good, or to pay the amount thereof, the collector 
should proceed to collect the tax as though no check had been given. 
A taxpayer who tenders a check, whether certified or not, in payment 
of taxes is not released from his obligation until the check has been paid. 


Collections from Processing Taxes 
Exceed Expectations 


CLL e from the processing taxes for the fiscal 
year ended on June 30, 1934 amounted to $371,422,885.64, 
the Bureau of Internal Revenue reports. The yield of 
some of the taxes substantially exceeded the official esti- 
mates which were made for budget purposes during the 
latter part of 1933. By products on which processing 
taxes are levied, collections were as follows: 

Commodities Effective Date of Tax Total Collections 


jee ee - ke i. SR eee $117,621,174.82 
MUN TU de vactiteahn oeeen PE Be GE: ood ae Oc e SIE 144,767 ,232.64 
pe eee eee ee a. ere ... 18,088,426.05 
EE ANON ov. 5.08S mw awa Mowemmer 5 3993.....4 60s cwee 4,496,193.74 
Hogs ... ererer . 4 <  . Seer 77,034,611.24 
Paper and jute. pike Gores eT ee | HO 9,244,830.78 
SE Face Ve teeme neue” june @, 1994. 2.4.2.5. a SS iyite 170,416.37 

EE aloe tarsca eda euyas tacts Oy OE Cae iach eks $371,422,885.64 


It was stated at the Bureau of Internal Revenue that 
the collections from a number of these taxes substantially 
exceeded the official estimates which were made for budget 
purposes during the latter part of 1933. 

In view. of the great interest which has recently been 
manifested by the cotton textile industry in the process- 
ing tax on cotton, and in further view of certain rumors 
alleging that some processors are evading this tax, the 
3ureau of Internal Revenue was requested to furnish in- 
formation which would show the truthfulness or falsity 
of the allegations. 

The Bureau points out that the official estimate of the 
amount to be collected during the fiscal year 1934 from 
the cotton processing tax, including collections from floor 
stocks and collections on account of the import compen- 
sating tax, was $128,000,000. The collections during the 
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fiscal year actually amounted to more than $144,000,000, 
or more than $16,000,000 in excess of the official estimate. 
It was also pointed out that Treasury Decision No. 4402, 
approved by the Secretary of the Treasury on November 
2, 1933, postponed the time for payment of the process- 
ing tax with respect to cotton beginning with the calendar 
month of February, 1934, to the last day of the calendar 
month next following the tinie fixed for filing the return. 
This extension of time was granted in accordance with 
the provisions of the Act and pursuant to the wishes of 
the industry to prevent undue hardship upon the proc- 
essors. This general extension of thirty days applies to 
all processors alike. The Bureau of Internal Revenue 
estimates that had it not been for this general extension 
of time which was granted to reduce hardship, the orig- 
inal official estimate of collections would have been ex- 
ceeded by about $27,000,000. 

An average of more than 1,200 cotton processing tax 
returns are being filed each month in the offices of the 
various Collectors of Internal Revenue. Since August 1, 
1933, the date the processing tax on cotton became effec- 
tive, the Bureau of Internal Revenue has received more 
than 346,000 returns from processors of cotton, importers, 
and dealers having floor stocks in their possession. 

In order to enforce effectively collection of the various 
processing taxes, Collectors of Internal Revenue in accord- 
ance with authorizations granted by the Commissioner 
have employed approximately 700 field deputy collectors. 
These deputies are required to make periodic canvasses 
of the territory to which they are assigned with a view 
to searching out persons liable for the tax and to secure 
proper returns from any who have failed to report their 
liability to the Collector. These deputies are also re- 
quired to examine any questionable processing tax returns 
and verify their accuracy by checking with the records 
of the processors. Where the tax found to.be due has 
not been paid, the Collector places in the hands of his 
deputies warrants for distraint or notices of levy. These 
documents give the deputies authority to seize and sell 
at public auction the property of the delinquent taxpayers 
or to levy upon and seize bank accounts of the delin- 
quents. 

The Bureau of Internal Revenue stated with respect to 
the granting of extensions that every effort is made to 
abide by the letter and spirit of the law. It is the policy 
to grant extensions only in meritorious cases where the 
interests of the Government will not be jeopardized. Aside 
from the general extension of thirty days provided for 
in Treasury Decision No. 4402, it was stated that com- 
paratively few extensions have been granted to cotton 
processors. The Bureau emphasized that no administra- 
tive officer of the Government has authority to relieve a 
solvent taxpayer of a tax liability properly assessed. Even 
though such a taxpayer may be discharged from bank- 
ruptcy, such action does not relieve him of his tax lia- 
bility to the Federal Government. With respect to 
insolvent taxpayers, their tax liabilities may be compro- 
mised only in cases where their assets are insufficient to 
enable the Bureau to collect the full amount. The records 
of the Bureau show that there have been no compromises 
with respect to processing taxes. 

In regard to the methods used in enforcing collection 
of the tax, it was explained at the Bureau of Internal 
Revenue that the processing taxes become automatically 
due and payable without notice by the Collector on the 
dates fixed by law and regulations. The great majority 
of the taxpayers pay the tax voluntarily on or before the 
due date. However, with respect to those who do not 
pay when the tax becomes due, the law vests in the various 
Collectors of Internal Revenue power to make forcible 
collection by seizure and sale of the taxpayers’ property. 

Penalty provisions of Section 3184 of the Revised Stat- 
utes are applicable to the processing taxes. When a per- 
son liable to processing tax becomes delinquent in meeting 


his obligations to the Government he is subject to a 5° 


per cent penalty and delinquency interest of 1 per cent 
per month. Such a taxpayer must, therefore, ultimately 
pay a much larger amount to the Government than he 
would have been required to pay had he met his obli- 
gations on or before the due date. 

Commenting on this situation, Mr. Helvering, Commis- 
sioner of Internal Revenue, said: 
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No one realizes better than do the Internal Revenue officers that 
every person subject to tax under the laws enacted by the Congress 
must be made to pay their just obligations to the Government. To 
allow any such taxpayers to escape the payments required of them by 
law would be to add an unfair burden to the other citizens of the 
country. Every precaution is taken to avoid a condition of this kind. 
There is, of course, some delinquency on the part of Federal taxpayers 
at this time. This same condition exists with respect to State, County 
and municipal taxpayers. The records of the Bureau, however, show 
that the percentage of delinquency on the part of the cotton processing 
taxpayers is not large. Had a large percentage of delinquency devel- 
oped it would have been impossible for the Internal Revenue Service 
to have exceeded by such a large amount the official estimate of 
collections. 

The Bureau of Internal Revenue desires to assure all interested per- 
sons that the processing taxes are being administered with the same 
fair and impartial treatment as all other Federal tax laws are ad- 
ministered. The Collectors of Internal Revenue and their deputies are 
vigilant to discover all violations or evasions of the tax laws. The 
Bureau will welcome the receipt of any information which might lead 
to the discovery of tax evaders and assurance is given that all reliable 
information will receive the most careful attention. 


Ways to Cut Farm Taxes Suggested by 
U. S. Bureau 


Tz excessive burden of farm property taxes could be 
lightened in one or more of three ways, says the Bu- 
reau of Agricultural Economics of the U. S. Department 
of Agriculture in a report on The Farmers’ Tax Problem, 
just published as House Document 406. The report was 
prepared at the request of Representative Marvin Jones. 
One of the three ways proposed to lower farm taxes is 
to reduce the number of local governmental units; a sec- 
ond way is to combine governmental functions, and reallo- 
cate them as between State and counties; and the third 
way suggested is to put more of the revenue load on 
sources other than general property. 

Definite possibilities for the reduction of public expenses, 
picked from the results of studies, are suggested in the 
report. Among these are: The substitution of a rural 
county-unit school system for the present school-district 
system; turning over road administration from townships 
to counties; and merging counties and townships into 
bigger units. 

The report discusses the personal income tax as a pos- 
sible means of reducing the taxes on real estate and in 
that way giving the farmer relief at the time he needs it 
most, when his income is low. Such a change would help 
toward a solution of the problem, says the report, pro- 
vided expenditures are kept down at the same time. 

The Bureau presents statistics to show that farm taxes 
in relation to farm realty values are more than double 
what they were in 1913, and that taxes in recent years 
have taken a large part, and in many cases all or more, 
of the net income of farming. 

Taxes per acre of farm real estate reached a peak in 
1929 at 241 per cent of the tax per acre in 1913.. Taxes 
have declined since then to 163 per cent of pre-war, but 
up to the past year, land values had declined relatively 
more, thus increasing the burden of the tax in relation 
to the value of property, the Bureau points out. Esti- 
mated values of farm real estate per acre increased 4 
per cent in the last year and taxes declined about 13 per 
cent, thus reversing for the first time in fifteen years, the 
trend of taxes relative to land values. 

The trend of farm property taxes relative to the trend 
of prices of farm products and of income in agriculture 
shows even more strikingly the increase in the farm tax 
burden, says the bureau. In 1932, gross income per acre 
from farm production was $5.08, compared with $7.73 in 
1913 and $12.24 in 1928, the 1932 figure being 44 per cent 
below that of 1913 while taxes per acre were 89 per cent 
above pre-war. In 1932 the gross income from 9 acres 
was required to pay the taxes on 100 acres of land, where- 
as the gross income from only 3 acres was sufficient in 
1913. Improvement is noted for 1933, income having in- 











Correction 


In the bibliographical sketch of Bolon B. Turner, mem- 
ber of the Board of Tax Appeals, which appeared on 
page 338 of the July issue of THE Tax MAGaziNe, it was 
erroneously stated that he is a graduate of Georgetown 
University. He was graduated from George Washington 
University, with A.B., L.L.B., and LL.M. degrees. 
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creased and taxes declined, with the result that the num- 
ber of average acres, the gross income from which was 
required for the real estate taxes on 100 acres, was re- 
duced from 9 to 6. 

An alarming growth of tax delinquency in recent years 
has resulted from the excessive burden of taxes, says the 
3ureau, citing a survey which revealed that in 1040 coun- 
ties in 18 states, there were two and one-half times as 
many tax delinquent farm properties in 1932 as in 1928. 

These facts, says the report, indicate plainly that taxa- 
tion presents one of the most important problems con- 
fronting farmers, and that some practical means to help 
meet this problem is urgently needed. This problem, it 
is stated, is due primarily to increased expenditures for 
state and local purposes, and to continued dependence on 
the general property tax as a means of raising nearly 
four-fifths of the combined tax revenues of state and local 
governments, and about nine-tenths of the revenues of 
the latter. 

Under the pressure of high rates and administrative 
difficulties, the property tax has come to be little more 
than a real estate tax, since large amounts of personal 
property—principally intangibles—escape taxation, says 
the bureau. The farmer’s property consists of real estate 
and tangible personalty such as livestock and farm imple- 
ments, which cannot be hidden from the tax assessor nor 
removed to another taxing jurisdiction. Hence his prop- 
erty does not escape taxation, and his dependence on 
these forms of property makes him especially subject to 
the “general” property tax, it is stated. 

Reduction in taxes on farm property may be achieved, 
the report declares, by economy in local government, by 
curtailment of the functions of state and local govern- 
ment, and by tax revision to reduce dependence on the 
general property tax, supplementing and replacing a part 
of the property levy from other sources of revenue. 

Economy in local government may be achieved through 
reallocation of functions and to some extent through con- 
solidation of local governmental units, the bureau points 
out, adding that studies of local finance point to the con- 
clusion that modification in the organization and methods 
of local government and reallocating of functions would 
obtain present services with somewhat smaller expendi- 
tures, and therefore with lower taxes. 

Reporting the results of a study in cooperation with 
the Wisconsin Agricultural Experiment Station, it is stated 
that in a representative area in northern Wisconsin 10 
per cent of the cost of local government could be saved 
by substituting a rural county unit school system for the 
present school-district system; transferring a township 
road administration to the county; enlarging the county, 
and enlarging townships by consolidation. Should all of 
the possible savings from these changes be used to reduce 
local taxes in this area, it is estimated that the farmers’ 
tax bill might be reduced as much as 20 per cent, partly 
because of the large part of the cost now defrayed by 
state aids. 

Curtailment of governmental expenditures reduced farm 
taxes per acre 22 per cent between 1929 and 1932 and 
nearly 13 per cent from 1932 to 1933, the Bureau's figures 
for the entire country show. A large part of this reduc- 
tion, however, was due to lower prices of goods bought 
with tax money and to lower wages and salaries. Reduc- 
tion in services may be both necessary and desirable, within 
certain limits, in a period of serious economic depression, 
the report says, but it is pointed out that there is danger 
that curtailment may be carried to the point of seriously 
impairing essential institutions, such as schools. 

Discussing the reduction in property levies by increas- 
ing revenues from other sources, the report states that 
such a program necessarily presupposes that a substantial 
part of such revenues will be used to meet the expendi- 
tures heretofore met by the property levy. 

Tax revision designed to reduce taxes on farms and 
homes by broadening the tax base to produce revenue for 
replacing a part of the property levy, necessarily involves 
consideration of the personal-income tax, says the Bureau, 
adding that this tax, now in force in various forms in 
several states, might be a part of a state system to re- 
duce and supplement property taxation. As a general 
principle, it is stated, the state personal-income tax should 
provide for exemptions as low as is consistent with eco- 
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nomical and effective administration, and for a reasonably 
progressive rate. 

Farmers have good reason to favor the personal-income 
tax in view of the manner in which the property tax gen- 
erally affects them, say$ the bureau, pointing ‘out that 
although farmers would pay income taxes in years of 
sufficient net income to exceed exemptions, other persons 
who may have little or no taxable property but who never- 
theless enjoy substantial income would be required to help 
the farmers and other owners of tangible property to pay 
the cost of state and local government. This, in the 
opinion of the Bureau, would reduce the property tax, 
provided, of course, that expenditures were not increased 
by the amount of the revenue collected under the income 
tax. 

The farmer -now is called on to pay the high tax on 
his property every year, it is stated, no matter how small 
his income may be. The income tax, on the other hand, 
would reach him only when his net income exceeded ex- 
emption. If his income were wiped out in any given year 
or were greatly reduced by crop failure, low prices, or 
both, he would be exempt automatically from the income 
tax. In the meantime, assuming that the new revenue is 
not used merely to increase total expénditures, says the 
bureau, his property tax would be substantially lower than 
if no income tax were levied, because others not deprived 
of income would help support the state and local gov- 
ernment. 

Concluding, the report says there is need for a clarifi- 
cation and restatement of state and Federal relationships 
in taxation, recognizing the importance of avoiding harm- 
ful double taxation with detrimental economic and social 
effects. The central aim, it is stated, should be to achieve 
ultimately a revenue system in which local, state, and Fed- 
eral taxes would be coordinated into some logical scheme. 


Court Decisions 


(Continued from pagé 438) 
Company, an Illinois Corporation, v. Guy T. Helvering, Com- 
missioner of Internal Revenue. No. 6058. 

Where taxpayer purchased for $100,000 of its own stock, 
concededly worth that amount, an option to purchase cer- 
tain property for $235,000, the basis for depreciation of the 
property acquired under the option is the sum of the 
$100,000 in stock plus the $235,000 in cash paid to acquire 
the property. The evidence showed that the entire sum 
represented the cost of physical assets, and no part thereof 
was paid for leases or rights—U. S. Circuit Court of 
Appeals, Fourth Circuit, in C. H. Mead Coal Company, a 
Corporation, v. Commissioner of Internal Revenue. No. 3611. 
Decision of Board of Tax Appeals on this issue, 28 BTA 
599, reversed and remanded. 


Excess Profits (Rev. Act of 1917)—Deductions.— Where 
two members of a partnership agreed that certain em- 
ployees were to receive as additional compensation, a per- 
centage of the earnings of the partnership, but that a third 
partner’s share of the profits should not be diminished by 
such compensation, and where the result was accomplished 
by having the compensation charged to the individual ac- 
counts of the partners instead of to the partnership, such 
payments were nevertheless deductible on the partnership 
excess-profits tax return for 1917—U. S. Circuit Court of 
Appeals in Alfred Decker and Abraham Cohn, etc. v. The 
United States of America. No. 5090. Oct. term, 1933, April 
session, 1934. Decision of lower court reversed. 


Federal Estate Tax.—Trust created in 1924, approxi- 
mately four years before the grantor’s death, at which 
time he was 59 years old, was not created in contemplation 
of death nor intended to take effect at or after his death, 
and was not a part of his gross estate. He was in sound 
health when the trust was created. The object of the trust 
was to secure the advice of competent counsel in the 
investment of the proceeds from the sale of stock by the 
decedent, as he had had no experience in the making of 
investments.—U. S. District Court, East. Div. of the East. 
Judicial District of Missouri, in James L. Schwab and Mer- 
cantile-Commerce Bank & Trust Company, as executors of 
the last will and testament of Isaac N. Schwab, Deceased, v. 
Louis J. Becker, Collector of Internal Revenue. No. 10434. 
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Federal Estate Tax.—A will gave all of testator’s estate 
to his wife and sons, stating that testator had previously 
discussed with his sons his wishes relating to charitable 
gifts and authorizing them to make such donations as in 
their discretion should be best. The sons donated $1,000,000 
to St. Louis University for the purpose of erecting a hos- 
pital in memory of decedent. Inasmuch as the donation 
was not made directly by the testator’s will nor in trust 
for the purposes outlined in the 1926 Act, no deduction 
is allowed from the gross estate under Sec. 303 of that 
Act. The will is construed as bequeathing and devising 
the entire estate to testator’s wife and sons.—U. Circuit 
Court of Appeals, Eighth Circuit, in Mississippi Valley 
Trust Company, Firmin V. Desloge and Joseph Desloge, Ex- 
ecutors of the Estate of Firmin Desloge, v. Commissioner of 
Internal Revenue. No. 9933. May term, 1934. Board of 
Tax Appeals decision, 28 BTA 387, affirmed. 

In 1927 the decedent created a trust the income of which 
was to be paid to his wife for life or to himself for life if 
his wife predeceased him, and upon the death of both, the 
corpus was to be transferred to another or others. The 
trust might be revoked, altered, or amended by the settlor 
with the consent of his wife. The settlor died on Febru- 
ary 28, 1929. It is held that the value of the life estate of 
the widow should be excluded from the decedent’s gross 
estate, which should, however, include the value of the 
remainder. As to the wife, the trust conveyance was 
irrevocable, she being a beneficiary and the trust instrument 
requiring her written consent before it could be revoked. 
The remainder interest was includible in decedent’s gross 
estate because at the time of his death the trust was re- 
vocable within the meaning of section 302 (d) of the 1926 
Act, the consent of the Ben aay S son to any revocation 
not being required.—vU. Circuit Court of Appeals, Third 
Circuit, in David J. Lit, Pte L. Lit and Francis B. Bracken, 
Executors of the Estate of Samuel D. Lit, Deceased, v. Com- 
missioner of Internal Revenue. Commissioner of Internal 
Revenue v. David J. Lit, Rosa L. Lit and Francis B. Bracken, 
Executors of the Estate of Samuel D. Lit, Deceased 
Nos. 5397 and 5420. March term. 1934. Nos. 5397 and 5420. 
Decision of Board of Tax Appeals, 28 BTA 853, affirmed. 

The trial court was justified in submitting to the jury the 
question whether a transfer of property was made in con- 
templation of death. The question was one of fact and 
therefore one for the jury, and since there was evidence 
to support the plaintiffs’ contention, the court could not 
grant the Government’s motion to direct a verdict in its 
favor. Motion for a new trial overruled.—U. S. District 
Court, Eastern District of Penn. in Annie J. Pugh and Girard 
Trust Company, Executors U/W Clara J. Pugh, Deceased, 7 
Albert H. Ladner, Jr., Collector of Internal Revenue. 
No. 17,412. 


Ferment Liquor Permits.—There is no authority under 
the law for a Government officer to refuse to grant a permit 
to anyone who applies for it under the Act of March 22, 
1933, relating to the tax on fermented liquors.—U. S. Dis- 
trict Court, East. Dist. of Penn. in The Rahn Brewing Com- 
pany, Inc. v. Leo. A. Crossen et al. Nos. 8121 and 8123. 


Gain from Sale of Property to a City Subject to Tax.— 
Gain from the sale of real estate to the City of Shreveport 
was not exempt from income tax. The imposition of the 
tax on such gain did not violate the constitutional immunity 
from Federal taxation of the States or their instrumentali- 
ties. Nor did it violate the Fifth Amendment of the Fed- 
eral Constitution, or similar provisions of the State 
constitution, by denying just and adequate compensation 
for property taken for public purposes. 

Although the land may have been sold under “imminence 
of expropriation,” taxpayers were in no position to claim 
the benefits of Sec. 112 (f) of the 1928 Act, since they did 
not purchase similar property with the proceeds. The 
Court holds the taxpayers’ contention to be without merit 
that Sec. 112(f) was not available to them because there 
was no other similar land which they could purchase.— 
U. S. Circuit Court of Appeals, Fifth Circuit, in William 
J. Fullilove et ux. v. United States of America. No. 7276. 
Decision of District Court affirmed. 


Hawaiian Land “Huis”’—Status Determined—Hawaiian 
land “huis” are not legal entities, but are tenancies in com- 
mon. Such huis do not have the powers that a corporation 
has. The fact that one co-tenant collects the income and 
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distributes it among all the co- -tenants | would not render 
the co-tenants liable to pay taxes as a “corporation, joint 
stock company or association” within the meaning of the 
Revenue Acts of 1913 to 1928. The Hui of Kahana, orig- 
inally created in 1875 for the purpose of establishing homes 
for the members rather than for profit, purchased a single 
tract of land, never added to by purchase, and the members, 
as tenants in common, occupied the land for their own 
benefit. Subsequent to 1912 large revenues were realized 
from leases of water rights originally of inconsiderable 
value. The co-tenants shared in the profits therefrom ac- 
corel to their respective undivided interests in the title 
to the tract. This was not “doing business” in a corporate 
or quasi-corporate capacity.—U. S. District Court for the 
Territory of Hawaii in E. H. Wodehouse and J. L. P. Robin- 
son, Trustees under the Will and of the Estate of Mary E. 
Foster, deceased, et al., v. A. H. Tarleton, Collector of Internal 
Revenue for the District of Hawati. Civil No. 301. 


Income from Oil Lands.—The Court had jurisdiction of 
a suit to recover an overpayment of 1920 taxes. 

Money received by the taxpayer in 1920, from a receiver 
who held impounded income from oil lands, title to which 
was disputed by the United States, was not a gift. 

Where title to oil lands was disputed by the United States 
and the income was impounded, and where taxpayer, in 
1920, acquired a lease from the Government on the lands, 
depletion was allowable only after the time the lease was 
made, and should be computed under the 1918 Act.—U. S. 
District Court, So. Dist. of California, Central Div., in 
Obispo Oil Company v. Galen H. Welch, Collector of Internal 
Revenue. No. 3334-J. 


Income Received by a Decedent’s Estate—Incidence of 
Income Tax.—Amount of a bonus received in 1924 on an 
oil and gas lease, which was impounded by court order and 
paid to the taxpayers in 1925 when the court confirmed the 
title in the property in a decedent of whose estate they 
were beneficiaries, was income to the beneficiaries in 1925, 
and not corpus of the estate. 

Depletion was not allowable in respect of the bonus re- 
ceived since the taxpayers failed to show that there was 
any production for the period in which the bonus was 
received. 

Bonus and income received by the decedent’s estate in 
1926 were income for that year and not proceeds from the 
sale of property, the Court holding the instrument of con- 
veyance to be a lease and not a sale.—U. S. Circuit Court 
of Appeals, Eighth Circuit, in Aubrey Umsted, Audrey Um- 
sted Wilkins, Edna Umsted and Gressie Umsted Carnes, v. 
Commissioner of Internal Revenue. No. 9888. May term, 


1934. Decision of Board of Tax Appeals, 28 BTA 176, 
affirmed. 


Insurance Companies—Rental Value of Office Space as 
Income.—Section 245 (b) of the 1926 Act is not unconsti- 
tutional in requiring the reporting, as income, of rental 
value of office space occupied by a life insurance company, 
in a building owned by it, as a prerequisite to the deduction 
¥ depreciation, Bar nig cost, etc. Helvering v. Independent 

Life Ins. Co., 54 S. Ct. 758, followed.—U. S. Circuit Court 
of Appeals in Guy f. Helvering, Commissioner of Internal 
Revenue, v. Jefferson Standard Life Insurance Company. 
No. 3448. Board of Tax Appeals decision, 25 BTA 1335, 


reversed. 


Interest on Overassessments.—Where a first schedule of 
overassessments was signed before the passage of the 1924 
Act, and after its passage, the Commissioner approved a 
schedule of refunds and credits showing an overpayment of 
1918 taxes, a part of which was credited against additional 
1917 taxes, the taxpayer is entitled to interest, under the 
1924 Act, on the amount so credited, from the date. of pay- 
ment to the date of the additional assessment.—U. S. Court 
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of Claims in First National Bank of Beaver Falls, Admr., 
D. B. N. C. T. A. of the Estate of Frederick N. Beegle, De- 
ceased, v. The United States. No. L-250 

Where, after the enactment of the 1926 Act, an overpay- 
ment of 1918 and 1919 taxes was credited in part against 
additional taxes due for 1917, interest is allowable on the 
amount credited, to the due date of the 1917 tax and not 
to the date of the additional assessment. Sec. 1116 (a) of 
the 1926 Act does not apply to assessments of additional 
taxes made under Revenue Acts prior to the 1921 Act.— 
U. S. District Court, District of Delaware, in Martin B. 
Burris, as Receiver for the Hubbard Fertilizer Company of 
Baltimore City, a Dissolved Corporation of Delaware v. United 
States of America. No. 8. March term, 1932. 


Liability of Bank Where Deposits Were Made in Escrow 
to Guarantee Tax Payments.—On a motion for judgment 
on a mandate, the Court holds that where money was de- 
posited with a bank in escrow to guarantee payment of 
income taxes for 1918 and 1919, and where the escrow agree- 
ment provided that the amount so held should be paid 
within 10 days after final determination of the taxpayer's 
liability, the bank is liable for interest at 6 per cent from 
10 days after the final determination, even though the 
amount of the taxes plus such interest exceeded the amount 
originally deposited in escrow.—U. S. District Court, Dis- 
trict of Nebraska, Omaha Division, in United States of 


America v. Martin Hotel Company, a Corporation. No. 2582, 
Law. 























































































































Losses.—The court sustains the Board of Tax Appeals 
in holding that the taxpayer sustained a deductible loss in 
1928, upon the sale of an indebtedness, in the amount of 
the difference between the indebtedness assigned, $221,788.33, 
and the consideration received, $100. The loss is allowed 
although the other half of the ‘original debt had been sold 
in 1927 for $500. The Board found that the sale was bona 
fide and that the taxpayer did not ascertain the indebted- 
ness to be worthless in 1927, and the court finds that the 
evidence supports the Board’s decision—U. S. Circuit 
Court of Appeals, Eighth Circuit, in Guy T. Helvering, Com- 
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This interest yield is likely to be lowered any day. 


I shall be pleased to advise you fully with regard 
to this important matter. 












WILLIAM S. BLIZZARD 


107 William Street NEW YORK CITY 
Telephone John 4-2570 











































































































































































































































































































































































































































444 





missioner of Internal Revenue, v. Ward Ames, Jr. Decision 
of Board of Tax Appeals, 27 BTA 624, affirmed. 

Loss was not deductible in 1920 on the sale of certain 
securities for the purpose of establishing an income tax 
loss, where the securities were purchased by a trust created 
by the taxpayer with funds for the purpose furnished to the 
trust by him. The sale was not bona fide nor an arm’s- 
length transaction as the trust did not participate in the 
fixing of the purchase price of the securities.—U. S. District 
Court, East. Div. of the East. Judicial District of Missouri, 
in United States of America v. St. Louis Union Trust Com- 
pany, Executor of the Will of Edward Mallinckrodt, Sr. 
No. 8120. 

Verbal contract with respect to the sale of stock resulted 
in its sale in 1926, so that loss thereon was deductible in 
that year. The evidence shows that it was the intention 
of the parties that title to the stock should pass from the 
taxpayer in 1926 even though he did not then deliver 
possession thereof, and the law is well settled that non- 
delivery of possession does not preclude title passing if 
such was the intention of the parties. 

Capital net loss was sustained in 1926 from the sale of 
machinery acquired in 1923, notwithstanding the fact that 
there were no capital gains realized by the taxpayer vendor 
in that year. Consequently the loss from the sale of ma- 
chinery, pursuant to section 208 (c) of the 1926 Act, was 
deductible only to the extent of 12% per cent thereof.— 
U. S. Circuit Court of Appeals, Second Circuit, in Samuel 
L. Hoffman v. Commissioner of Internal Revenue. Reversing 
on the first issue, and affirming on the second issue the 
decision of the Board of Tax Appeals, 28 BTA 1263. 

Taxpayer was not entitled to deduct a loss on the dis- 
position of stock acquired from a predecessor corporation 
where the stock was shown to have been worthless when 
acquired, 

Successor corporation may not deduct a net loss sus- 
tained by a predecessor corporation.—U. Ss Circuit Court 
of Appeals, Fifth Circuit, in Shreveport Producing & Refin- 
ing Company, Inc. v. Commissioner of Internal Revenue. 
No. 7285. Unreported decision of the Board of Tax Ap- 
peals affirmed. 

A transaction whereby taxpayer got stock in a new com- 
pany, formed to take care of a mortgage foreclosure against 
its predecessor, in exchange for stock in the old company, 
was a reorganization under the 1926 Act and no loss was 
deductible on the exchange.—U. S. Circuit Court of Ap- 
péals, Fourth Circuit, in C. H. Mead Coal Company, a Cor- 
poration, v. Commissioner of Internal Revenue. Decision of 
the Board of Tax Appeals, 28 BTA 599, affirmed on this 
issue. 

The evidence sustained the contention that a debt was 
partially worthless in 1928 due to the insolvency of the 
debtor and the amount of the debt in excess of the value 
of the collateral was deductible in that year. 

Collateral security need not be liquidated to establish 
the worthless portion of a debt. Where insurance policies 
were received as collateral for the debt, the mere fact that 
they were not surrendered in the year the debt became 
worthless, but were kept alive, the taxpayer paying the pre- 
miums, did not affect the right to take the deduction. The 
taxpayer properly used the cash surrender value of the 
policies in 1928 as their value as collateral—U. S. Circuit 
Court of Appeals, Seventh Circuit, in Frank P. Ross v. Com- 
mission of Internal Revenue. No. 5103. Oct. term, 1933, 
April session, 1934. Board of Tax Appeals decision, 27 
BTA 1062, reversed and remanded. 

Where taxpayer’s son, having access to taxpayer’s safe 
deposit box took therefrom certain securities belonging to 
the taxpayer, for the purpose of protecting the son’s trading 
account in stocks and bonds, and where in order to secure 
a return of the securities, the taxpayer was obliged to pay 
a substantial sum of money, in 1927, the sum so paid is 
deductible as a loss in that year. It is not necessary to 
show that the son was not financially able to reimburse the 
father before the loss is deductible—U. S. Circuit Court 
of Appeals, Second Circuit, in Ellis P. Earle v. Commissioner 
of Internal Revenue. Unreported memorandum decision of 
the Board of Tax Appeals reversed. 

A Delaware corporation may not deduct from its income 
for the period from February 21 to December 31, 1928, a 
net loss suffered by its predecessor, a New York corpora- 


(Continued on page 455) 
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Distinction Between Wholesale and Retail 
for Sales Taxation in North Carolina 
(Continued from page 424) 


identification of sales subject to the retail tax might 
be facilitated by a licensing system similar to that 
employed in Canada.** This license would permit 
the holder to buy specified articles or services needed 
for business use without the payment of the retail 
tax. Exemptions could be carefully safeguarded by 
holding the dealers liable for the retail tax on ail 
sales not made to a business or individual licensed 
to buy the products or services involved. 


These suggestions do not propose to give a solu- 
tion of the administrative difficulties associated with 
the sales tax. They do not propose means of remov- 
ing any fundamentally objectionable principle of 
sales taxation. They are simply offered as logical 
and practical methods of approaching a distinction, 
fair and equitable to the taxpayer and the public, 
between retail and wholesale sales. 

The North Carolina statute under its present inter- 
pretation is essentially a retail tax on all sales of 
tangible personal property unless made for resale in 
substantially the same form or sold for ingredients 
or component parts of other goods. Sales of live- 
stock feeds are relieved from the wholesale tax but 
the sales of both meat and milk are exempted from 
the retail tax. Tools, materials, and supplies con- 
sumed or used in producing or distributing taxable 
goods are subject to the retail tax when sold to the 
producer or merchant. Sales of utilities and servy- 
ices are exempt from the tax.*” 

Tax exemption on producers’ sales to individual 
consumers as permitted by the North Carolina law 
is unwise because the function of a producer does not 
include that of retailing and if retail sales are made 
they are in competition with other retailers who must 
collect the tax on sales. The consumer who bears 
the burden of the tax merits no special treatment just 
because he trades with a producer. According to 
interpretation producers’ sales are exempted from 
the tax only if the goods are made or prepared spe- 
cifically for the purchaser and not sold from stock 
kept on hand for sale.** The sale of building mate- 
rials by a lumber mill upon order of a contractor is 
an illustration of non-taxable producers’ sales. 

Some irregularities in the law and rulings are to 
be expected in a hastily formulated tax law by a 
legislature beset with expressions of conflicting in- 
terests and from an administration faced with the 
difficult problems of collecting the tax and of winning 
the cooperation of the merchants exercised over the 
fears of lowered profits and out-of-state competition. 
The possibility which exists for escaping the sales 
tax by trading in interstate commerce is economic- 
ally indefensible. Suggestions have been made that 
Congress pass a law to enable the states with sales 
taxes to tax property transported into the state for 
consumption on a parity with property which does 
not move in interstate commerce. Under this pro- 





%6 Hearings Before the Committee of Ways and Means of the House 
of Representatives on Revenue Revision, 1932, pp. 251, 253-4. 

33 Utilities are taxed on gross receipts under another section of the 
revenue act. 

33 Revised Rules and Regulations, sec. 34. 
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posal any sales of goods moving across state bound- 


aries would be considered as made within the state 
where the property is used or consumed, but no state 
would be allowed to discriminate against interstate 
sales.*® 


The Revenue Act of 1934 

(Continued from page 410) 
times the highest probable earnings in future years 
as the credit for purposes of the excess profits tax 
is 12%4% or one-eighth of such declared value. The 
adjustments to such value are more definitely out- 
lined and include (1) cash and the value of property 
paid in for shares, (2) paid in surplus and contribu- 
tions to capital, (3) the corporation’s net income, 
the excess of wholly exempt income over disallowed 
deductions in earning such income, and (5) dividends 
allowed as deductions. This total is diminished by 
liquidation distributions, distributions of earnings 
and profits, and the excess of allowable deductions 
over gross income. In this connection, it should be 
noted that partially exempt interest on United States 
obligations will be included in the amounts to be 
added to the declared value, and such amounts, con- 
trary to provisions of the old law, will now be subject 
to excess profits tax. 


The law relating to credit for foreign taxes does 
not apply to such excess profits taxes. 


A new provision is that where an income tax tax- 
able year is a period less than 12 months, the excess 
profits tax credit allowed is based on that proportion 
of the adjusted declared value of the capital stock 
which the number of months in such period bears 
to twelve months. 


Rulings of the Bureau of Internal Revenue 


Bank Guaranty Fund Payments.—General Counsel’s 
Memorandum 8474 (C. B. IX-2, 281) is modified to accord 
with the decision of the Circuit Court of Appeals for the 
Fifth Circuit in Wichita State Bank & Trust Co. v. Com- 
missioner (69 Fed. (2d), 595), holding that amounts paid 
into the permanent State depositors’ guaranty fund by a 
Texas State bank (the payments being based on annual 
contributions or assessments for the maintenance of the 
permanent fund) “were essentially capital investments and 
ought to be dealt with as such.” 

Solicitor’s Memorandum 3877 (C. B. IV-2, 79) is rein- 
stated—G. C. M. 13290, XITI-28-6889, (p. 19). 

Dividends Constructively Received.—Dividends declared 
by the M Company in the years 1924 and 1925 on its pre- 
ferred stock were credited to the account of the taxpayer, 
who was president, director, and dominant stockholder, but 
were not withdrawn by him. The minority stockholders 
of the corporation withdrew their dividends immediately 
upon declaration, and the taxpayer could likewise have 
made such withdrawals. At the close of the year 1925 the 
taxpayer’s account contained a large credit balance. The 
board of directors of the corporation later agreed that the 
dividends credited to the directors’ accounts should be 
canceled and transferred to the surplus account of the 
corporation. The dividends declared and credited to the 
taxpayer’s account in the years 1924 and 1925 were con- 
structively received by him in those years, and were prop- 
erly included-in his income tax returns.—G. C. M. 13193, 
XIII-26-6866 (p. 3). 

Excess Profits Tax Withheld from Non-resident Aliens 
or Foreign Partnerships on Payments Made in 1934 Prior 
to Enactment of 1934 Act.—Section 11 of the Revenue Act 





% Proceedings of the National Association of Tax Administrators, 
Indianapolis, Indiana, February 19-20, 1934. Senate Bill, No. $2897, 
p. 8; Resolutions relating to state taxation of interstate sales, pp. 126-7. 
See also E. M. Perkins, The Power of Congress to Levy Tax for 
Distribution to the States, North Carolina Law Review, June, 1934. 
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of 1934, imposing a normal tax of 4 per cent upon the net 
income of every individual (including a nonresident alien 
individual) in excess of the credits against net income, 
is retroactive to January 1, 1934, but the withholding pro- 
visions of section 143 of the Act (which are merely admin- 
istrative provisions providing for the collection at the 
source of tax imposed under other sections of the statute) 
are not retroactive, since withholding can be made only 
at the time of payment of the income. The provisions 
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of section 143 of the Revenue Act of 1934 are, therefore, 
applicable only to interest payments made after May 10, 
1934, 11.40 a. m., eastern standard time. 

Nonresident alien indivfduals, in computing their normal 
Federal income tax for the entire year 1934, are entitled 
to use the rate of 4 per cent whether their income from 
sources within the United States was received before or 
after the enactment of the Revenue Act of 1934. 

In connection with the payment of interest_on corpora- 
tion bonds, the procedure provided in article 764 of Regu- 
lations 77, promulgated under the Revenue Act of 1932, 
permitting nonresident alien individuals to claim at the 
source the benefit of the personal exemption (and credit 
for dependents if entitled thereto), will be followed in 
administering the provisions of sections 214 (b) and 143 
of the Revenue Act of 1934. Consequently, where a non- 
resident alien individual receives interest on corporation 
bonds, and is entitled (on account of the amount of his 
income from sources within the United States) to file ex- 
emption certificate, Form 1002, the amount of excess tax 
withheld at the source during 1934 may be released by the 
withholding agent after the close of the calendar year 1934 
under the conditions indicated in article 764 of Regula- 
tions 77 

In all other cases of interest payments made to a non- 
resident alien individual (either directly or through a part- 
nership) upon which a tax in excess of 4 per cent was 
withheld at the source, it will be necessary for the non- 
resident alien individual, after the close of the taxable 
year 1934, to file an individual income tax return, 
Form 1040B, showing his total income from sources within 
the United States, and to compute the normal tax and 
surtax at the rates imposed by the Revenue Act of 1934. 
Where the amount of tax withheld at the source during 
1934 exceeds the amount of tax due, a claim for refund 
(Form 843) of such excess tax should accompany the 
return. 

Where the tax was withheld from a foreign partnership, 
it will be necessary for such partnership to file a return of 
its total income from sources within the United States on 
Form 1065, and disclose thereon the distributive shares of 
its members.—I. T. 2798, XIII-29-6897 (p. 2). 


Insurance Premiums Paid in Advance for More Than 
One Year—Deduction.—Where insurance premiums are 
deductible as business expenses and are paid in advance for 
a period of more than one year, only the pro rata part of 
such payment is allowable as a deduction each year, regard- 
less of whether the income is reported on the cash receipts 
and disbursements basis or on the accrual basis.—G. C. M. 
13148, XIII-25-6856 (p. 2). 


Liquor Store Profits—Taxability.——Profits realized from 
the operation of liquor stores and similar activities by the 
State of Oregon through the Oregon Liquor Control Com- 
mission are derived from proprietary as distinguished from 
essential governmental activities. Accordingly, such profits 
are subject to Federal income tax. 

License and control by the commission of the manu- 
facture, sale, distribution, use, and advertising of liquor by 
private parties constitute the exercise of essential govern- 
mental functions. Taxes and license fees collected in the 
supervision and regulation of such activities do not consti- 
tute income or profit which is subject to Federal income 


tax.—I. T. 2797, XII1-28-6885 (p. 4). 


Rights to Subscribe to Bonds Which Are Convertible 
Into Stock.—Rights issued to shareholders to subscribe 
to bonds which are convertible into stock should be con- 
sidered substantially the same as stock rights. There must 
be allocated to such bond rights as their basis a portion 
of the basis of the stock with reference to which the rights 
have been issued. This is done by comparison of the mar- 
ket value of the rights and the old stock as of the time 
the rights are issued in accordance with article 58 (1) of 
Regulations 77.—General Counsel’s Memorandum 6374 
(C. B. VIII-2, 75) is revoked, and Solicitor’s Memorandum 
1646 (C. B. III-1, 107) is modified to the extent necessary 
to accord with this memorandum.—G. C. M. 13275; XIII- 
27-6874 (p. 3). 


Short Sales of Stock—Application of Gain and Loss Pro- 
visions.— Where an individual sold stock short in 1931 and 
purchased stock in 1934 to cover the short sale, the entire 
gain must be taken into account in computing net income 
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as provided by section 117 of the Revenue Act of 1934, inas- 
much as the stock purchased to cover the short sale was 
held for not more than one year. Any loss from such a 
transaction is subject to the limitation prescribed by Sec- 
tion 117 (d) of the Revenue Act of 1934.—I. T. 2795, XIII- 
27-6873 (p. 2). 

Taxes—Non-deductible-—The amounts paid to purchase 
hunting and fishing licenses in the State of North Dakota 
are not allowable deductions as taxes under the Revenue 
Acts of 1932 and 1934. If, however, the license is acquired 
for use in the course of the purchaser’s trade or business, 


the cost may be deducted as a business expense.—lI. T. 2796, 
XITI-28-6884 (p. 2). 


Miscellaneous Taxes 


Electrical Energy Tax.—Whether or not electrical energy 
furnished grain elevators, grain companies, and feed mills 
is taxable depends upon whether the energy is used in 
manufacturing the grain by bleaching and grinding it 
(which are industrial uses for which energy can be sold 
without incurring the tax) or whether the grain is stored, 
cleaned, dried, mixed or graded (which are commercial 
uses for which uses sales of electrical energy are taxable). 
—G. C. M. 13315, XIII-28-6892 (p. 21). 


Excise Tax on Jewelry.—In applying the $25 exemption 
in the 1934 Act on sales of jewelry, if diamonds are sold 
in lots for a specified price per lot the sale is taxable if 
such specified price is $25 or more even though the average 
price per diamond may be less than $25.—I. T. 745, XIII- 
27-6877 (p. 17). 


Liquor Tax.—Stamps required by Title II, Liquor 
Taxing Act of 1934, must be attached to the immediate con- 
tainers of all products of rectification regardless of the 
alcoholic content of the finished product. Vermouth or 
other liqueurs and cordials, made with wine base, whether 
fortified or not, are not required to have the strip stamp 
attached.—Mim. 4189. 


Determining Income Tax Liability 
by the Taxpayer’s Motives 
(Continued from page 405) 


Under some other sections of the tax laws where a 
“purpose test” might have been applied, such a test 
has either not been applied or has not met with suc- 
cess. 

In the Revenue Act of 1921, Congress introduced 
a provision,” which in expanded form is still in the 
law,”® dealing with the accumulation of a corporate 
surplus for the purpose of enabling shareholders to 
evade surtaxes. The provision is that a surtax™ 
shall be imposed upon a corporation which is “* * * 
formed or availed of for the purpose of preventing 
the imposition of the surtax upon its shareholders or 
the shareholders of any other corporation, through 
the medium of permitting gains and profits to accu- 
mulate instead of being divided or distributed 
* * *”28 The section also provides that the fact 
that any corporation is a mere holding company or 
that the gains or profits are permitted to accumulate 
beyond the reasonable needs of the business “* * * 
shall be prima facie evidence of a purpose to es- 
cape * * *” surtaxes. 

Prior to the 1921 Revenue Act, the 1918 Act,” 
and other acts, provided that shareholders in corpo- 
rations formed or availed of “for the purpose of pre- 
venting the imposition of the surtax” should be 





% Section 220, Revenue Act of 1921. 

% Section 102, Revenue Act of 1934. 

27 Twenty-five to thirty-five per centum of the surplus accumulated 
under the present revenue act (Section 102, Revenue Act of 1934). 

28 Quoted from Section 102(a), Revenue Act of 1934 

2 Section 220. 
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taxable on account of the accumulated surplus of 
such corporations. 


In all the years that these provisions have been 
in the law, not a half dozen cases have arisen under 
them.*® Yet the so-called “incorporated pocketbook” 
has admittedly flourished.** The provisions have 
failed because of the difficulty of proving the intent 
or purpose of the shareholders.*? Congress, there- 
fore, in the recent Revenue Act of 1934 %* took the 
matter back into its own hands and dealt with it in 
the established manner of providing strict category 
and definition.** 

Under another provision of prior tax laws, where 
there would seem to have been considerable reason 
for the application of a “purpose test,” such a test 
has not been introduced. This provision is the pro- 
vision which related to the deduction of capital 
losses.*° Wide use of this feature of the laws has 
been made for tax avoidance purposes.*® The gen- 
erally accepted theory that capital loss .deductions 
should in fairness be allowed since capital gains are 
taxed, has not proved equitable from the govern- 
ment’s point of view.** Taxpayers have not scram- 
bled to make December sales of capital assets in 


order to realize capital gains as they have to realize 
capital losses. 

In spite of the evident need from the govern- 
ment’s point of view, however, the courts have not 
undertaken to read into the capital loss provision ** 


* Recently the Circuit Court of Appeals for the Second Circuit has 
upheld the provision. United Business Corporation of America v. Com- 
missioner, 62 F. (2) 754, Cert. denied Oct. 9, 1933. The difficulty of 
making the “‘purpose” test effective is shown in Tway Coal Sales Co. v. 
U. S. (DC), 3 F. Supp. 668; Williams Investment Co. v. Commissioner, 
—- B. T. A. — (337 C. C. H. § 8255). 

31Tn an explanation of the proposed Senate changes in the 1934 
revenue bill (H, R. 7835), Senator Pat Harrison, chairman of the Senate 
Finance Committee said, ‘One of the devices most frequently used to 
avoid the high surtaxes has been the personal holding company or 
‘incorporated pocketbook.’” (Reported N. Y. Times, April 3rd.) 

®2 Senator Pat Harrison, in the explanation of the proposed Senate 
changes in the revenue bill, referred to in note 31, above, states, 
“Although income tax laws from the beginning have contained provi- 
sions for an additional tax upon corporations formed or availed of for 
the purpose of preventing the imposition of surtaxes upon their stock- 
holders, these provisions have been difficult to enforce in practice because 
of the necessity of proving the intent or purpose of the stockholders.” 

33 Approved May 10, 1934. 

% Section 351: Revenue Act of 1934. 

3% Prior to the Revenue Act of 1924 capital losses were deductible as 
any loss in business or transactions entered into for profit. See White v. 
Atkins (CCA-1; Mar. 14, 1934), 69 F. (2) 960 (343-A C. C. H. 99185). 
By section 208 (c) of the Revenue Act of 1924 a limitation was placed 
upon the deduction of such losses. This limitation was carried forward 
until the recent revision of 1934. It was formerly section 101(b) of the 
Revenue Act of 1932. 

%6 Senator Pat Harrison, in the explanation of the proposed Senate 
changes in the revenue bill, referred to in note 31, above, said: 

“Perhaps the most important change in the bill is that relating to the 
taxation of capital gains and the deduction of capital losses. In the last 
few years the revenue from the income tax has been enormously reduced 
by deductions on account of sales of securities at a loss. In many 
instances these losses were no doubt legitimate. The attention of the 
taxpayer has, however, been directed to numerous instances of wealthy 
individuals who have completely eliminated their income taxes by taking 
losses on sales of stock, made to members of the taxpayer’s family or 
to business associates. Frequently, the taxpayer has reacquired the 
securities within a short time after the sale. In other words, the sale 
was simply for the purpose of taking a tax loss, and in many instances, 
after the transaction was concluded, the taxpayer held precisely the 
same property as before.” (Italics supplied.) In this connection the 
publicity given about a year ago to certain prominent members of the 
New York financial community who avoided taxes by family security 
sales, will be recalled. (See N. Y. Times reports of Senate committee 
proceedings on Banking and Currency, during January and February, 
1933.) 

31 See quotation from explanation of proposed Senate changes in rev- 
enue bill (H. R. 7835) by Senator Pat Harrison, note 36, above. 

38 Note 35, supra, Hale v. Commissioner, CCA-1, Nov. 10, 1933, 
67 F. (2) 561, citing Bullen v. State of Wisconsin, 240 U. S. 625; and 
Wiggin v. Commissioner, 46 F. (2) 743; 745-6; Peters v. Commissioner, 
28 B. T. A. 976; Burnet v. Commonwealth Improvement Co., 287 U. S. 
415, 419-420; Budd v. Commissioner (CCA-3), 43 F. (2) 509, 512, citing 
U. S. v. Isham, 84 U. S. (17 Wall.) 496; Alcoma hag etapa v. Com- 
missioner, 28 B. T. A. 1291, 1292; The Nace Realty Corp. v. Commis- 
sioner, 28 B. T. A. 467; Estate of Mallory v. Commissioner, 27 B. T. A. 
750, 751, 753; Dennett v. Commissioner, Mar. 13, 1934, — B. T. A. — 
(347 C. C. H. 9 8465); Griffin v. Commissioner, 7 B. T. A. 1094; Riker 
Jr., Exr. v. Commissioner, 6 B. T. A. 890, 892. 
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any requirement of a business, investment or other 
such purpose. It seems significant that the problem 
has been left to the legislature.*® 


Definition of “Reorganization”? Under 
the Revenue Act of 1934 
(Continued from page 413) 


action which otherwise meets all the requirements 
of the definition. 


Voting Stock 


The acquisition must be in exchange solely for all 
or a part of the “voting stock” of the transferee cor- 
poration. What does that term include? 

Common shares and other shares having full vot- 
ing rights are, of course, within the definition of 
“voting stock.” Preferred shares and special shares 
having limited or contingent voting rights, voting 
trust certificates, convertible securities, warrants and 
the like vary to such a degree that few general rules 
can be promulgated. The arbitrary division of all 
shares into “voting stock” and “all other classes of 


3%°The Revenue Act of 1934, approved May 10, 1934, makes a com- 
plete revision of the capital gains and losses provisions (Sec. 117). 
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stock” would indicate, however; that the existence 
of any immediate voting rights would bring the 
shares within the term “voting stock.” 


Voting trust certificates have been considered as 
voting stock under Section 203 (i) of the 1924 Act 
(same as Section 112(h) of the 1934 Act) which 
defines “control” as “ownership of at best 80 per 
centum of the voting stock * * *.”° Subscription 
warrants entitling the holders to subscribe for cer- 
tificates of interest exchangeable for stock held by 
personal trustees were also held sufficient to give 
“control” under the 1924 Act, as they represented 
“the entire beneficial interest in all the capital stock” 
of the reorganized corporation.’® From the above it 
appears that the right to vote may be separated from 
the beneficial ownership, and that “voting shares” 
include shares issued in the names of trustees or 
nominees. 


There are no decisions or rulings which particu- 
larize the characteristics of voting or non-voting 
shares, but it is evident that full voting rights are 
not essential. In general, voting rights may be 
classified as: 


(a) full voting rights, such as the rights of hold- 
ers of ordinary common stock. 


(b) limited management voting rights, such as the 
rights of a designated class or series of stock to 
elect 3 out of 5 members of the Board of Directors. 


(c) voting rights limited to fundamental cor- 
porate changes, such as the right to vote on a sale 
of assets, dissolution or creation of prior preference 
stock, but not at an election of directors. 


(d) contingent voting rights, such as the right to 
vote in the event of the non-payment of dividends 
for a specified period. 

The “plain popular meaning” of “voting stock” 
would exclude all classes of stock which have no 
right to participate in the management of the cor- 
poration such as class (c) above. Classes (a) and 
(b) are voting shares. Class (d) represents the 
border line between voting and non-voting. If pre- 
ferred shares have no right to vote at the time of the 
acquisition, it is obviously incorrect to consider such 
shares as “voting stock,” but it does not follow that 
an immediate or current right to vote is sufficient 
to justify a definition of such shares as “voting 
stock.” The right to vote should have a reasonable 
stability and certainty, and should have enough per- 
manence in fact to give the holders of such shares 
a voice in the management of the cgrporation. The 
policy expressed in the Pinellas Ice Co. case, supra, 
is pertinent,—“the seller must acquire an interest in 
the affairs of the purchasing company.” Each case 
must be governed by its own facts. 


General 


In this discussion of the definition of “reorganiza- 
tion” as applicable to an acquisition of assets, no 
attempt has been made to consider transactions fall- 
ing under subdivisions (C), (D) and (E) of Sec- 
tion 112, as those subdivisions were not amended by 
the 1934 Act. There are, of course, many transac- 


~ ® Federal Grain Corp., 18 B. T. A. 242. 
0G. C. M. 2177, VI-2 C. B. 112. 
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tions possible of performance by means of a pur- 
chase and sale of assets which can be defined as “a 
mere change in identity, form, or place of organiza- 
tion, however effected.” 


Conclusion 


It is evident that the definition of a “reorganiza- 
tion” has been radically changed and that many 
transactions heretofore within its scope are no 
longer entitled to the benefits of non-taxability. It 
is unfortunate that the state corporation laws under 
which consolidations and mergers must take place 
are not uniform and more adaptable to the functions 
which they are expected to perform. The benefits 
and burdens of a Federal income tax law should be 
applied to all corporations alike without favor or 
discrimination, but the existence of a variety of state 
corporation laws makes uniformity of treatment im- 
possible. The alternative of an exchange solely for 
voting stock, although uniform in its application, is 
not broad enough to equalize the opportunities of all. 


AMENDMENTS OF REGULATIONS 


Income Tax 
Release of Federal Tax Liens 


N accordance with the provisions of subsection 
(c) of Section 3186 of the Revised Statutes, as 
amended by Section 613 of the Revenue Act of 1928, 
the following regulations amending, by way of addi- 
tion, those governing the release of Federal tax liens 
prescribed in T. D. 4275, approved November 13, 
1929, (C. B. VIII-2, 167), are prescribed by Treasury 
Decision 4446, XIII-29-6902 (p. 3): 


In no case shall a certificate discharging property from 
a Federal tax lien be issued under the provisions of sec- 
tion 3186(c)(4), unless there is first made a payment in 
such amount as the Commissioner has determined, to be 
applied towards satisfaction of the tax liability which gave 
rise to the Federal lien. In determining the amount to be 
paid the Commissioner will take into consideration all the 
facts and circumstances of the case, including the expenses 
to which the Government has been put in the matter. In 
no case shall the amount to be paid be less than the value 
of the interest of the United States in the property with 
respect to which the certificate of discharge is issued, as 
such value has been determined by the Commissioner in the 
light of the fair market value of the property and the 
amount of all liens and encumbrances thereon having pri- 
ority over the’ Federal tax lien. 


Any person desiring that a certificate discharging prop- 
erty from a Federal tax lien be issued under the provisions 
of section 3186(c)(4), should present to the collector of 
internal revenue charged with the assessment in respect of 
the tax, a written application requesting that the certificate 
be issued. Such application should give the reasons for 
the request, and should clearly describe the property with 
respect to which the discharge is desired. In support of 
the request, the applicant must furnish the collector with 
proof sufficient to establish satisfactorily the fair market 
value of the property, the amounts, character, and dates 
(both of execution and of record) of all encumbrances of 
record prior to the Federal lien, as well as the amount and 
character of any unrecorded encumbrances believed to be 
prior to the Federal lien (including information as to how 
and when all such encumbrances arose). Appropriate 
references must be made to the pages and volumes of the 
recording books in which any such encumbrances have been 
recorded. 
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The collector should review the proof, check the accuracy 
of all material statements made and forward to the Com- 
missioner a report of the case together with his recommen- 
dation. The Collector’s report should include a statement 
of the expenses of his office incident to the placing and 
discharging of the lien as well as his conclusions with 
respect to the fair market value of the property involved 
and the value of the Government’s interest therein, viewed 
in the light of such fair market value and the amount of 
liens and encumbrances on the property believed to have 
priority over the lien of the United States. Information 
as to the nature and amount of such encumbrances suffi- 
cient to enable a determination to be made whether, as a 
matter of law, they actually have priority over the Govern- 
ment’s lien, should be included in the report. 

The report of the collector should also show the year 
or years and the dates of all assessments involved, the lists 
on which such assessments appear and the amounts thereof, 
the office or offices in which, and the dates when, notices 
of the Federal tax lien or liens were filed, and any pay- 
ments made in partial satisfaction of the tax liability. In 
his discretion, the collector may submit with his report 
whatever documentary evidence he deems to be relevant. 
Upon receipt of the collector’s report and recommendation, 
the question whether a certificate of discharge may be 
issued and the amount to be paid as a prerequisite to its 
issuance, will be considered. 

When so authorized by the Commissioner, the collector 
inay issue a certificate discharging from the Federal tax 
lien such property as the Commissioner has authorized to 
be discharged, provided the amount determined by the 
Commissioner as a prerequisite to the issuance of the cer- 
tificate is first paid to the collector to be applied by him 
towards satisfaction of the tax. [Signed by GUY T. HEL- 
VERING, Commissioner of Internal Revenue, and ap- 


proved July 10, 1934, by T. J. COOLIDGE, Acting 
Secretary of the Treasury. ] 


Consolidated Returns 


O reflect the change in rates on consolidated re- 

turns effected by Section 218(e) of the N. I. R.A. 
and to provide for computation in the case of fiscal 
years ending in 1934, Treasury Decision 4448, XIII- 
30-6912, (p. 6), amends Article 30 of Regulations 78 
by striking out the last two sentences of such article 
and inserting in lieu thereof the following: 

For the calendar years 1932 and 1933 the tax shall be 
computed at the rate of 144% per cent. For fiscal years 
ending in the calendar year 1934, the tax shall be computed 
under the provisions of section 105 of the Revenue Act of 
1932; in such computation the tax attributable to the calen- 
dar year 1933 shall be computed at the rate of 14% per cent 
and the tax attributable to the calendar year 1934 shall be 


computed at the rate of 1434 per cent. See Section 218(e) 
of the National Industrial Recovery Act. 


Excise Tax on Furs 


N conformity with Section 608 of the Revenue 

Act of 1934, Chapter IV of Regulations 46, ap- 
proved June 18, 1932, as amended by Treasury De- 
cision 4361, approved January 25, 1933, is further 
amended by Treasury Decision 4449, XIITI-30-6913 
(p. 12), to read as follows: 





CHAPTER IV 
FURS 
Section 604 of the Revenue Act of 1932 


There is hereby imposed upon the following articles, sold 
by the manufacturer, producer, or importer, a tax equiv- 
alent to 10 per centum of the price for which so sold: 
Articles made of fur on the hide or pelt or of which any 
such fur is the component material of chief value. 
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Section 608 of the Revenue Act of 1934 


The tax imposed by section 604 of the Revenue Act of 
1932 shall not apply to articles sold by the manufacturer, 
producer, or importer, after the date of the enactment of 
this Act, for less than $75. 


Art. 24. Scope of tax.—The tax is imposed upon the sale 
by the manufacturer of (1) articles made of fur on the 
hide or pelt and (2) articles of which fur on the hide or 
pelt is the component material of chief value. 

During the period from June 21, 1932, to May 10, 1934, 
(both dates inclusive) the tax attaches to the full selling 


price of the foregoing articles regardless of the amount for 
which sold. 


On and after May 11, 1934, the tax attaches to the entire 
amount for which any of the foregoing articles are sold, 
if sold for $75 or more. 


In the event the manufacturer sells the article on or after 
May 11, 1934, for $75 or more, the tax attaches to the 
entire price for which it is sold and not to the amount by 
which such price exceeds $75. 


The tax is not confined to the sale of articles of fur used 
as wearing apparel but also attaches to articles susceptible 
of other uses, such as rugs, robes, etc. Raw fur is not 
subject to the tax. 


The tax attaches to the sale as specified in the foregoing 
paragraphs of any article if such article is made of fur 
on the hide or pelt, or if the component material of chief 
value of such article is fur on the hide or pelt. To deter- 
mine whether fur is the component material of chief value, 
the respective values of the various materials, including 
the fur, should be compared. The comparison should be 
made immediately before the assembling of the materials 
after they have been completely prepared and nothing 
remains to be done to make the completed article except 
assembling the component parts. Labor charges for as- 
sembling the components into the completed article or for 
other work required shall not be taken into consideration 
in determining the value of the fur or other components. 
If the fur is not exceeded in value by any other single 
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component material, the fur is considered the component 
material of chief value. 

Fur collars, fur cuffs, fur trimmings, fur linings, and other 
completed articles of fur are taxable when sold by the 
manufacturer thereof during the period June 21, 1932, to 
May 10, 1934 (both dates inclusive) regardless of the price 
for which sold, or when sold by the manufacturer thereof 
on or after May 11, 1934, for $75 or more, even though to 
be incorporated into other articles of which fur is not the 
component material of chief value. 


Art. 25. Repairs——Ordinary repairs to an article made 
wholly or in part of fur on the hide or pelt are not taxable, 
but where new fur is supplied the tax attaches to the sale 
of such new fur. The price paid for the repair job will 
be presumed to be the price for which such fur is sold 
unless the labor and new fur are billed as separate items. 
Where the price attributable to the new fur is shown as 
a separate item on the invoice furnished to the customer, 
the tax will attach to the sale price of the new fur only. 
New fur furnished in repair jobs completed or delivered 
prior to May 11, 1934, is subject to tax regardless of the 
price charged for such fur. No tax will attach to new fur 
furnished in repair jobs completed on and after May 11, 
1934, where the price charged for such fur is less than $75. 

Art. 26. Sales for further manufacture—Articles made 
of fur on the hide or pelt may not be sold tax free under 
certificate for further manufacture, because such articles 
are specifically excepted from the terms of the law authoriz- 
ing the sale of certain articles free of tax for further manu- 
facture. (See article 7.) Provisions under which a 
manufacturer may take credit for tax paid by a prior manu- 
facturer, etc., are set forth in article 71. 


Art. 27. Rate of tax.—The tax is payable by the manu- 
facturer at the rate of 10 per cent of the sale price, as out- 
lined in articles 8 to 15, inclusive, and in article 24. 


[Signed by Guy T. Helvering, Commissioner of 
Internal Revenue, and approved July 16, 1934, by 
T. J. Coolidge, Acting Secretary of the Treasury. | 
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of the District of Columbia Bar and of the Bar of the Supreme 
Court of the United States; including a Treatise on the 
Statutes, the Rulings of Internal Revenue Officials, the De- 
cisions of the Courts, and the United States Board of Tax 
Appeals with Rules of Practice, Procedure, Evidence, and 
Forms; also Chapter on Minimizing Taxes and Tax Avoid- 
ance. 


What others say of it: 


James B. Archer, formerly President of the D. C. Bar 
Association and formerly Special Assistant to the U 
Attorney General: “It is a masterful work on Income, 
Estate and Excise Tax Law and Procedure by a practitioner 
of many years experience.” 

Frank J. Ehrhardt, formerly Special Assistant to the 
Attorney General: “Your work is the greatest in the Tax 
Field. It saves time of the busy Tax Counsel in the prepa- 
ration of a Brief, or an Argument, or an Opinion on any 
question pertaining to Income, Estate, Gift, or Excise Taxes. 
It is a Money-saver to the Taxpayer and a Time-saver to 
Counsel.” 

Charles F. Sanford, Attorney: “It is an outstanding ex- 
position of Income, Estate, Gift and Excise Tax Law and 
Procedure. As a compendium for professional use, and as a 
readable document for the layman, it will adorn any library.” 
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Patents as a Base for State Franchise Tax 
(Continued from page 401) 


Sixth Circuit can be appreciated when it said in 
Heaton Peninsular Button Fastener Co. v. Eureka S pe- 
cialty Co., 77 Fed. 288, at page 290: 

A license operates only aS a waiver of the monopoly 
as to the licensee, “and estops the licensor from exercis- 
ing its prohibitory powers of the privileges conferred by 
him upon the licensee” Rob. Pat. S. 806-808. It has been 
said that the sole matter conveyed in a license is the right 
not to be sued. 

A license then is a waiver of the prohibitory priv- 
ileges of exclusive use, manufacture, or sale. Royal- 
ties then are merely tribute to a patentee in order 
to be permitted to continue to do what would other- 
wise be a thing illegal and render the payor liable 
to an action for infringement. More concise was 
the United States Supreme Court in De Forest Radio 
Tel. & Tel. Co. v. U. S., 273 U. S. 236, when it said: ™ 

As a license passes no interest in the monopoly, it has 
been described as a mere waiver of the right to sue by 
the patentee. 

A license is in effect, then, a covenant not to sue or 
an estoppel precluding the patentee from suing the 
licensee,’* bottomed upon the continued payment of 
royalties or a lump sum upon the granting of the 
license. In either case it is the licensee who has 
added to his quantum of wealth and the patentee has 
deprived himself of the potential right granted by 
the government to sue and recover for infringement. 
As far as the patentee is concerned, to him the license 
appears to be a thing in vacuo. 

With the premise that in order for an item to be 
included in the total assets within the state to serve 
as a base for the measurement of franchise tax, it is 
first necessary that such item have a situs within the 
taxing state, we then are presented with the question, 
what is the situs of an estoppel or a covenant not to 
sue? Can an estoppel have a situs for purpose of tax? 
Or can a covenant not to sue be the subject of tax? 
Both these things are negative quantities and can 
have no more of a locus than any other kind of a 
waiver of a tort analogous to trespass or trespass on 
the case, for such is infringement of a patent.** 


Significant Decisions of the Board 
of Tax Appeals 


Affiliated Corporations.—(1) Where a foreign corpora- 
tion owns all of the stock of two domestic corporations, 
the three corporations constitute an “affiliated group” with- 
in the definition of that term in Section 141 (d), Revenue 
Act of 1928, and the two domestic corporations have the 
privilege of making a consolidated return for the calendar 
year 1929. - 

(2) Effect of Section 238 of the 1928 Act on the right to 
file consolidated returns where parent is a foreign corpo- 
ration. The provision of section 238 that a foreign corpo- 
ration shall not be “deemed to be affiliated with any other 
corporation” within the meaning of section 141, does not ex- 
clude foreign corporations from an affiliated group, but 
merely precludes them from joining in a consolidated return 
made for the domestic corporations within the group. 

(3) The provision of Article 2 (b), Regulations 75, in so 
far as it states that an affiliated group does not include a 
foreign corporation, is in conflict with the statutory defini- 





11See also Motion Picture Patents Co. v. Universal Film Co., 243 
U. S. 502; Robinson on Patents, §§ 806 and 808. 

12 American Tel. & Tel. Co. v. Radio Audion Co. et al., 281 Fed. 200. 

138 Tomson-Houston Electric v. Ohio Brass Co., 80 Fed. 712, 721, 26 
C. C. A. 107; American Tel. & Tel. Co. v. Radio Audion Co., supra. 
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tion contained in Section 141 (d), and for that reason is 
invalid.—Manus-Muller & Co., Inc. v. Commissioner, Dec. 
8611 [CCH]; Docket No. 59778. 


Bad Debt Reserves.—A charge to “reserve for inactive 
contingencies” which includes possible discounts and other 
subsequent adjustments of prices on sales, is not deductible 
as such, and no part thereof, upon the evidence, is deducti- 
ble as an addition to a reserve for bad debts. The Com- 
missioner had allowed deduction of a liberal addition to the 
bad debt reserve for the taxable year in question, 1930. 
“There is no support for the view that such a reserve may 
later be retroactively enlarged because the subsequent reali- 
zation upon the debts has proved to be less than the esti- 
mate made at the close of the year. Such an unexpected 
development should be taken care of by the taxpayer, either 
by an enlargement of the subsequent annual additions to 
the reserve or by doing as this taxpayer did in 1932, giving 
up the reserve method entirely and deducting the debts as 
they are ascertained to be worthless and charged off.”— 
Farmville Oil & Fertilizer Co. v. Commissioner, Dec. 8615 
[CCH]; Docket No. 67600 


Basis for Gain or Loss Upon the Sale of Securities 
Distributed in Settlement of an Estate—On May 22, 1929, 
the surrogate ordered that certain securities belonging to 
the estate of a decedent, be distributed to the petitioners 
herein. Pursuant to such decree the executors delivered 
the securities to the petitioners on June 20 and July 12, 
1929. The securities in part were sold by the petitioners in 
1930. It is held that the basis for determination of gain or 
loss upon the sales was the fair market value of the securi- 
ties “at the time of the distribution” to the petitioners, 
which was May 22, 1929, the effective date of the surro- 
gate’s decree. Arthur E. Braun, Trustee, 29 B. T. A. 1161, 
followed. Since no future date was fixed for. the distribu- 
tion by the Court decree, the executors were authorized 


to distribute immediately and the petitioners could not con-_ 


trol their basis by having physical delivery made at some 
later date when the securities increased in value. “We do 
not think that Congress intended by the quoted statute to 
permit a taxpayer to fix the basis for determining profit or 


THE TAX MAGAZINE 
































451 


loss by merely accepting possession immediately in the 
case of a falling market or deferring acceptance of the 
stock certificates where the market is rising.”—Wailliam R. 
Huntley v. Commissioner; Manufacturers & Traders Tr. Co. 
and William R. Huntley, Trustees for Mary Huntley Green, v. 
Commissioner, Manufacturers & Traders Tr. Co. and William 
R. Huntley, Trustees for Robert R. Huntley, v. Commissioner, 
Dec. 8600 [CCH]; Docket Nos. 69214-69216. 


Smith dissents, with written opinion to the effect that 
“time of distribution” means time of delivery to the tax- 
payer. 


Bonuses in Connection With Oil and Gas Properties— 
Depletion Allowances.—Bonuses received in connection 
with oil and gas leases upon petitioner’s separate property 
are his separate income. 

Delay rentals received in connection with oil and gas 
leases are community income whether lands under lease 
were separate or community property. 

In the absence of a producing well on property, allow- 
ance for depletion of lease bonuses denied, even though fu- 
ture production of properties under lease was practically 
assured. G. C. M. 11384 rejected; Lizzie H. Glide, 27 B. T. 
A. 1264, followed.—J. T. Sneed, Jr. v. Commissioner, Dec. 
8625 [CCH]; Docket No. 45694. 

Arundell dissents, with opinion to the effect depletion 
should be allowed and that “Under the practice of the 

3ureau of Internal Revenue and the decisions of the Board, 
depletion allowances are treated as more intimately con- 
nected with income from the property than with actual pro- 
duction.” Leech agrees with this dissent. 
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Federal Estate Tax.—Charitable contributions provided 
for in decedent’s will, executed more than six months prior 
to his death, are deductible from his gross estate without 
regard to the provision ‘of section 1313 of the Civil Code 
of California limiting such bequests to one-third of the 
estate of the testator. The decedent husband and his wife, 
residents of California, more than six months prior to the 
husband’s death, executed an agreement whereby each re- 
linquished to the other all interest in the other’s estate, 
present or future. The separation agreement was a waiver 
of the restriction contained in section 1313 of the Civil Code 
of California—Isidore B. Dockweiler and Thomas A. J. Dock- 
qweiler, as Executors of and Trustees under the Last Will and 
Testament of George S. Wilson, Deceased, v. Commissioner, 
Dec. 8627 [CCH]; Docket No. 50828. 


Insurance Companies—Tax Liability—(1) Where the 
furniture and fixtures of the petitioner were used in both 
its investment and underwriting business, the petitioner is 
entitled to deduct from gross income only the amount of 
the depreciation sustained upon the furniture and fixtures 
used in its investment business. Rockford Life Ins. Co. v. 
Com. followed. 

(2) No deduction is allowable for depreciation of lists 
used in the underwriting department of an insurance company. 
The petitioner purchased annually from the Medical In- 
spection Bureau certain medical information cards which it 
claimed had a useful life of approximately 10 years. In its 
tax return it deducted from gross income an amount repre- 
senting the depreciation and obsolescence upon these cards. 
Since these cards were used exclusively in its underwriting, 
the amount is not a legal deduction from gross income. 

(3) Additions to certain reserves were deductible by pe- 
titioner. The petitioner issued 20-payment life insurance 
policies which provided that a portion of each premium 
payment should be set aside in a “survivorship investment 
fund,” to be accumulated at interest and distributed to sur- 
viving persistent policyholders of the class after 20 years. 
The fund constituted a reserve required by law, upon which 
the petitioner is entitled to a 4 per cent reserve deduction. 

(4) Certain payments did not represent interest and 
were not deductible. In its income tax return the peti- 
tioner deducted $1,240.91 as interest paid on indebtedness. 
The amount represented discounts on premiums. The 
amount is not a legal deduction from gross income.—IIli- 
nois Life Ins. Co. v. Commissioner, Dec. 8632 [CCH]; Docket 
No. 67201. 

Black, Marquette, Morris, and Leech dissent without writ- 
ten opinion. 


Liquidating Venture Distinguished from an Association. 
—A so-called syndicate, organized principally for the pur- 
pose of enabling an operating quarrying corporation to 
liquidate its bank loans, was not an association taxable as 
a corporation. The syndicate was created under a syndicate 
agreement by the stockholders of the corporation for the 
purpose of acquiring and selling certain securities held by 
the corporation and liquidating the corporation’s indebted- 
ness for which such securities were pledged. “The peti- 
tioner here was never engaged in carrying on any business. 
It was in purpose and in fact purely a liquidating venture. 
The evidence indicates that the syndicate members never 
expected to realize any profit from the syndicate’s opera- 
tions and probably would not have done so but for the 
unexpected and fortuitous circumstances which resulted in 
the sale of the railroad’s securities in 1924. As to the meth- 
ods and forms of procedure followed by the petitioner, 
there were no officers corresponding to those which usually 
serve corporations, no meetings were held by the owners of 
beneficial interests, no office was maintained or formal 
records kept, only nominal expenses were incurred, and, in 
short, none of the usual forms of corporate procedure were 
followed. See Commissioner v. Brouillard, 70 Fed. (2d) 154; 
affirming Pryor & Lockhart Development Co., 26 B. T. A. 
1054, and Shepherd Syndicate, 26 B. T. A. 1062.”—Dolesce & 
Shepherd Co., Syndicate No. 3 v. Commissioner, Dec. 8634 
[CCH]; Docket No. 41136. 

Marquette dissents, without written opinion. 


Losses.—An extensive deep sinking of land caused by a 
subterranean disturbance is a casualty within the meaning 
of Section 214 (a) (6) of the Revenue Act of 1926. Loss 
deduction is allowed for 1927 to the owner of a lake-front 
residence in Whitefish Bay, Wisconsin, a suburb of Mil- 
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waukee, due to the sinking of land within eight feet of the 
residence. The loss must be based upon the loss both to 
the residence and to the land, the damage to the land hay- 
ing immediately been reflected by a decrease in value of 
the improvements. The land and improvements cost 
$128,903.41 in 1924. Their value immediately before the 
corey was $113,750. Their value immediately afterwards 
was $50,000. The difference between the values of the 
property before and after the casualty constitutes the loss 
due to the casualty ($63,750); the basis for the deduction 
of this loss is the cost of the property (Sec. 204 (a) and Sec. 
214 (a) (6), Revenue Act of 1926) and, proportionately, 
the amount deductible is that part of the cost which $63,750 
bears to $113,750, or $72,242.57.—Harry Johnston Grant v. 
Commissioner, Dec. 8613 [CCH]; Docket No. 51794. 

Marquette, Sternhagen, and Arundell dissent, without writ- 
ten opinion. 


Railroads—Tax Liability on Leased Property.—(1) 
Deduction is disallowed railroad lessee for cost of properties 
replaced. In 1926 one of the affiliated petitioners, as lessee, 
leased certain railroad properties for a period of approxi- 
mately 350 years, with options to renew for an additional 
period of 999 years. The lease contracts required the les- 
see, at its own cost and expense, to repair, replace, and 
renew the leased properties so as to maintain them in as 
good condition as at the date of the agreements, but the 
lessors were to reimburse the lessee for all additions, bet- 
terments, and improvements. The lessee is not entitled 
to deductions representing the cost to the lessors, less sal- 
vage recovered, of the leased properties replaced during the 
taxable years since it had no capital investment in the 
property. Other items for rail and track material replace- 
ments, being borne by the lessee were deductible by it. 

(2) Deductibility determined as to replaced equipment. The 
lease contracts provided that the lessee should immediately 
replace all units of equipment when and as retired. During 
the taxable years and in 1930 the lessee from time to time 
retired numerous units of leased equipment, which were 
replaced with other equipment furnished by petitioner in 
1929 and 1930, but title thereto was not conveyed to the 
lessors until 1932. Petitioners’ books were kept on an 
accrual basis. Since the liability of the petitioner-lessee 
to replace was fixed and determined at the time each unit 
of equipment was retired and definitely ascertainable in 
amount, the deduction allowable from the lessee’s income 
for each taxable year was the aggregate value, as of June 2 
1926, of the equipment units retired during such year. Pe- 
titioners having failed to establish the amount of the 
lessee’s liability on account of equipment units retired in 
each taxable year, the deductions claimed are disallowed. 

(3) Petitioners are entitled to deduct from gross income for 
each of the taxable years depreciation sustained on the replace- 
ment units which were not conveyed to the lessors prior to 
1932. “While our decision * * * obviates the neces- 
sity for passing upon the respondent’s alternative claim, 
we would feel constrained to hold adversely to him if a 
decision were necessary, since the lessee was the actual 
owner of the replacement units until it formally conveyed 
them to the lessors in 1932, and, accordingly, it is entitled 
to the depreciation deduction, in respect of such units, 
which the respondent allowed for 1929.”—Illinois Central 
Railroad Co.‘and Yazoo & Mississippi Valley Railroad Co. v. 
Commissioner, Dec. 8623 [CCH]; Docket Nos. 62023, 62991. 


Reorganizations.—The H corporation transferred all of 
its assets (except amounts reserved and shortly thereafter 
paid for taxes, etc.), to the R corporation for preferred 
shares of the latter, a statutory reorganization, and H 
agreed, pursuant to the plan of reorganization, to distrib- 
ute to its shareholders the preferred shares of R to be 
received by it and to wind up its affairs and dissolve. Such 
shares were distributed to the shareholders of H without 
surrender by them of their shares of H, and some months 
later H was dissolved. The gain realized by a shareholder 
of H from the distribution may not be recognized under 
the provisions of Section 112 of the Revenue Act of 1928. 
J. M. Harrison, Inc., Dec. 8523, 30 BTA 455, which de: . 
with the tax liability of the two corporations involved, 
followed in determining that the transactions were in con- 
nection with a reorganization.—James M. Harrison v. Coin- 
missioner, Dec. 8605 [CCH]; Docket No. 66193. 

Adams dissents with opinion to the effect that the dis- 
tribution to the stockholders was not in pursuance of a plan 
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of reorganization, the R Co. having had nothing to do with 
the distribution, which was in complete liquidation of the 
H Co. 

Where A corporation acquired in excess of 60 per cent 
of the outstanding capital stock of B corporation for cash 
and bonds, and the latter corporation was not dissolved 
but continued to operate its business without modification 
in any way, there was no reorganization within the meaning 
of section 203 (h) (1) of the Revenue Act of 1926, and the 
gain derived by the petitioner upon the exchange of its 
stock in B corporation for cash and bonds of A corpora- 
tion is recognizable for tax purposes to the extent of both 
the cash and the bonds so received. “In the case at bar 
there was no continuity of stockholders’ interests from the 
old corporation into the new; there was no change in the 
form of corporate ownership through which the interests 
of the old stockholders were continued in the same prop- 
erty. The new corporation merely purchased for cash and 
bonds approximately 60 per cent of the voting stock of the 
old corporation, which latter company continued its cor- 
porate existence and operations in exactly the same manner 
as prior thereto, unaffected and without modification in any 
way as a result of the change in the ownership of its com- 
mon capital stock.”—J. S. Reppel & Co. v. Commissioner, Dec. 
8629 [CCH]; Docket No. 59009. 


Salary Deductions.——Amounts distributed in the years 
1922 to 1925, in addition to salaries as bonuses to employees 
in substantial proportion to the stock of petitioner which 
they had contracted to purchase, are held to be distribu- 
tions of profits and not deductible as compensation. The 
dropping of the word “bonus” in later years (1926 to 1930) 
and the designation as salaries of the sums paid to stock- 
holders does not make the sums paid deductible in the ab- 
sence of convincing evidence that they were reasonable 
compensation for services rendered. The evidence did not 
support the reasonableness of the payments.—Doernbecher 
Mfg. Co. v. Commissioner; St. Johns Investment Co. v. Com- 
missioner, Dec. 8606 [CCH]; Docket Nos. 34853, 43527, 
46421, 50607, 50613, 63628, 71534. 


Trusts.—By an indenture dated in 1923, petitioner cre- 
ated three trust estates, naming his sisters as the benefi- 
ciaries thereof. Petitioner reserved the right to terminate 
the trusts on the 3lst day of December of any year subse- 
quent to the year 1923 by giving 60 days’ previous notice in 
writing to the trustee. It is held that the income received 
by the trustee for the trust estate for the taxable calendar 
years 1927 and 1928 is taxable to petitioner, the grantor, 
under Sections 219 (g) and 166 of the Revenue Acts of 
1926 and 1928, respectively. Clapp v. Heiner, 51 Fed. (2d) 
224, followed.—James Simpson wv. Commissioner, Dec. 8609 
[CCH]; Docket No. 61434. 


(1) Constructive receipt of trustee’s compensation. Where 
the petitioner was both grantor and trustee under a deed 
of trust and had the right to deduct and retain annually 
3 per cent of the gross income of the trust as compensation 
for services as trustee, but did not make any charge for such 
services and did not collect anything therefor, and kept 
his accounts and made his returns on a cash receipts and 
disbursements basis, the allowable compensation is not 
taxable income to him, “To say that petitioner received 
these amounts as compensation is to indulge in a deliberate 
a fiction. Petitioner had the right to render his services 
free if he wished, and we know of no rule of law which 
requires a person to accept compensation or income.. The 
fiction of constructive receipt of income is resorted to 
usually to fix the time of receipt, where it is ultimately 
actually received and accepted.” 

(2) Creation of trust with right reserved to grantor-trustee 
to apply income toward payment of insurance on his life, the 
beneficiaries being the same as the beneficiaries of the trust. 
Where the petitioner created three trusts for the benefit 
of his three children and provided in each that he as trus- 
tee was empowered to pay from the income thereof pre- 
miums on such insurance as might be taken out for the 
benefit of the beneficiaries of the trust, and petitioner was 
carrying life insurance in a large amount for the benefit 
of his children, so much of the income of the trusts as 
would be necessary to pay the premiums on the life insur- 
ance may be taxed as income to him, although the pre- 
miums were paid by the beneficiaries from other funds of 
their own. No other part of the income is taxable to the 
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grantor.—Charles Stewart Mott v. Commissioner, Dec. 8614 
[CCH]; Docket Nos. 51585, 57506. 

Sternhagen dissents, without written opinion. Morris, 
Murdock, and Goodrich dissent on that portion of the opin- 
ion which holds that the 3 per cent of the gross income of 
the trust is not taxable to the grantor. Seawell dissents 
on the issue of taxing the grantor on the right to use the 
income of the trusts to pay the premiums, where that 
right has not been exercised, but refused, and the pre- 
miums have been paid by others from a wholly different 
source. From the dissenting opinion: “To say that this 
was taxable income to petitioner seems as much a legal 


fiction as to tax him for compensation which he never re- 
ceived.” 


Waivers.—A consent in writing extending the statutory 
period for assessment of taxes executed by the taxpayer 
and transmitted to the Commissioner, which was not signed 
or relied upon or acted upon by the latter, but was definitely 
rejected by him as unacceptable, and under which the tax- 
payer neither received nor accepted any benefits, is in- 
valid; and the fact that the signature of the Commissioner 
was placed thereon several years after the expiration of the 
statutory period for assessment—in this case on the day of 
the trial before the Board—can have no effect whatever 
upon the statute of limitations on assessment. Such waiver 
was not made valid by Section 506, Revenue Act of 1928, 
amending Sections 278 (c) and (f), Revenue Act of 1926, 
since the signature of the Commissioner was not affixed 
thereto after the enactment of the Act of 1928 and before 
January 1, 1929. Section 240 (h) (1), Revenue Act of 1926, 
added by Section 501 (a), Revenue Act of 1928, which pro- 
vides that if a notice of deficiency has been mailed to a 
corporation the suspension of the running of the statute of 
limitations provided in Section 277 (b) shall apply in the 
case of corporations with which such corporation made a 
consolidated return, applies to cases in which the statute 
has not run and not to cases in which it has expired.— 
American Railways Co., Formerly American Electric Power 
Co., v. Commissioner, Dec. 8601 [CCH]; Docket No. 67662. 

Smith dissents, without written opinion. 
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Who Pays the Tax? 
(Continued from page 420) 


As a matter of fact, the monopolist neither sets his 
market price at will, nor is he able at his own volition 
to shift a tax on his net income to the consumer. 
In order to prove this proposition let us take a typical 
illustration of a prospective enterpriser who is con- 
sidering the setting up of an enterprise in which he 
will for a time enjoy monopoly conditions. Let us 
now ask ourselves wherein his calculations will differ 
from those of the prospective enterprisers in our shoe 
factory illustration. In the first place, the only differ- 
ence will be that the monopolist is able to limit the 
supply produced or the amount offered on the mar- 
ket ; but he has no greater control over demand con- 
ditions than that possessed by enterprisers under 
competitive conditions. Obviously, then, his first 
task will be to estimate the probable market demand 
at given prices. His second task is to study his 
production costs so as to fix the price at the largest 
net returns. In his experiments to determine the 
most advantageous price, he generally finds that, 
when he attempts to push market price upward, de- 
mand falls off. He also finds that the degree to 
which he can set a price above his cost of production 
depends entirely on the increase in the rapidity with 
which demand diminishes as potential asking price 
increases. He also finds that his ability to set a price 
above his cost price depends on the facility with 
which the consumer can use a substitute for the 
monopolized commodity. The monopolist, therefore, 
finds it just as necessary to consider demand condi- 
tions as in the case of competition ; and he must also 
have a lively regard for potential competition. 


Suppose now that a monopolistic enterprise has 
been established and that the enterpriser has estab- 
lished a market price which, after adjusting his pos- 
sibly varying unit cost of production to the extent of 
market demand, yields him the greatest net return, 
what will be the possibility of shifting a new tax to 
consumers? In the first place, if the monopoly is 
incomplete—and most monopolies are incomplete— 
the monopolist could not easily shift the tax burden 
for the reason that he must charge a moderate price 
in order to keep potential competitors out of the field 
or to prevent the use of substitute products. In the 
second place, even if the monopoly is complete, the 
monopolist can not shift the tax, for the reason that, 
as shown in our exposition of monopoly price mak- 
ing, the monopolist has already set the price at the 
highest point consistent with largest net returns. 
Finally, and as a corollary to the first two statements, 
the monopolist has fixed his price independently of 
the tax on his net income; he aims at the largest net 
income possible, irrespective of any tax on his profits. 


In the practical application of the principles under- 
lying price making under monopoly conditions, one 
often finds cases where the monopolist as a result 
of a new tax discovers that he can as a matter of fact 
obtain higher prices than he had previously supposed 
possible. In these cases, what appears to be true 
shifting of the tax is in reality not shifting at all, for 
the reason that the monopolist through ignorance or 
lack of accurate observation has miscalculated mar- 
ket demand. The tax has been an accidental stimulus 
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for a renewed study of demand conditions and a 
resultant setting of market price; but the monopolist 
had it within his power to set a higher price even 
before the tax was imposed. As stated by Professor 
Silverman: “The fact that an increased (net) in- 
come tax has spurred on a seller to explore the pos- 
sibilities of a market more thoroughly and to raise 
his prices in consequence, is no proof that the tax has 
directly entered into a price.” 7° Here again, we have 
an illustration of the dangers involved in confusing 
true shifting of taxes with the indirect economic 
effects following their imposition. 


VII. Other Taxes 


1. Taxes on personal incomes. We have already 
concluded that taxes on three of the major divisions 
of social income, namely, profits, rent, and interest, 
cannot be shifted. Can taxes on the fourth division— 
wages and salaries—be shifted? It is the general 
opinion among writers on public finance that they 
cannot be shifted. If taxes on other classes of social 
income cannot be shifted, it is certain that taxes on 
wages and salaries must be borne by the receivers of 
the income, for the simple reason that there is no 
one to whom the tax can be shifted. It is true that 
personal income taxes may lessen the buying power 
of consumers and thus bring about new marginal 
buying prices, which, in turn, may have a profound 
reaction in the field of commerce and industry; but 
this phenomenon is obviously not a form of tax shiit- 
ing. For example, members of the professional 
classes—lawyers, physicians, etc..—could not shift 
the tax on their professional incomes, because they 
are already charging “what the traffic will bear.” 
Existing differences in the incomes of members of a 
given professional class bear no relation to any sort 
of cost or expense. The more favored members of 
the class are in much the same situation as that of 
superior plots of urban land, their income is monopo- 
listic in character and is frequently due to the same 
chance social forces that operate in determining the 
income from superior land. Likewise in the case of 
the recipients of wages and salaries, it would be diffi- 
cult to prove that they can readily shift the burden 
to employers. Every writer on tax shifting has 
pointed out the fact that a tax on wages might be 
shifted to the employer, if wages were actually fixed 
by the minimum of subsistence, or if it were impos- 
sible to bear the tax burden without some loss in 
physical power and efficiency. In actual practice, 
however, personal income tax laws in every country 
in the world permit such minimum income exemp- 
tions and deductions for dependents that wage earn- 
ers in the lowest categories are not directly affected. 
It may be true, of course, that recipients of salaries 
or wages who are affected by income taxes may seek 
to recuperate their fortunes through demands upon 
employers for an increase in remuneration for their 
services; but it is extremely improbable that they 
will succeed in receiving a greater income merely 
because of the imposition of a tax. The imposition 
of a tax may be a convenient occasion for demanding 
a higher wage or salary, but the successful outcome 
of the demand must be dependent on the existence 


© Thid, p. 147. 
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of conditions that would have brought wage in- 
creases even if the tax had never been imposed. 

2. Estate and Inheritance taxes. Death duties may 
be levied upon the estate as a whole or upon each 
individual legacy. In the case of taxes levied upon 
the estate as a whole, it has been contended that the 
testator bears the burden, if he has worked harder, 
or has curtailed his personal expenditures, or if he 
carries additional insurance, for the express purpose 
of providing funds for the payment of estate taxes at 
his death; but, if the testator makes no such provi- 
sion, the burden falls upon the heir. The weakness 
in this contention lies in the fact that the tax is im- 
posed on the privilege of devising an estate. With 
this point of view in mind, one cannot well contend 
that there is any real shifting of the tax burden. In 
the case of a tax levied upon an inheritance, the 
charge is imposed on the privilege of receiving the 
legacy, and is paid by the legatee; so that there is no 
chance for shifting for the reason that there is no one 
to whom the burden can be transferred. 


VIII. Summary 


UR BRIEF survey of this important problem of 

shifting and incidence in the field of taxation 
has brought out a few facts that should be helpful 
to us in the construction of an ideal tax system in 
which those persons and subjects who should bear 
the tax burden will do so. If we construct a tax 
system in each American state in which the main- 
stays of public revenues are real estate, business in- 
comes, and personal incomes, we shall go much 
farther toward observing basic principles of justice 
and equity in taxation than if we use general prop- 
erty as the chief source of public revenues. The proof 
of this proposition is found in the facts brought out 
in our study of tax shifting, namely: (1) That 
taxes on land and land rent, on business profits and 
personal incomes, and on inheritances cannot be 
shifted ; and (2) That taxes on buildings may or may 
not be shifted, depending on market conditions. 


In the case of sales or special excise taxes, we 
have found that the possibility of shifting depends 
upon a variety of conditions which cannot be pre- 
vised. From the point of view of shifting, we may 
contend that indirect taxes are not suitable as the 
chief source of revenue for an American state; and 
we can at least lay down the general rule that, if any 
state desires to set up a system of excise taxes whose 
burden will definitely rest on the consumer, care 
must be taken to select those commodities of a lux- 
ury or semi-luxury character for which the consumer 
demand is fairly stable and influenced to a relatively 
slight degree by changing economic conditions. 


Court Decisions 
(Continued from page 444) 


tion in the earlier portion of the year, although stockhold- 
ings remained the same. New Colonial Ice Co. Inc. v. Com., 
34S. Ct. 788, followed.—U. S. Circuit Court of Appeals. 
Fourth Circuit, in The Cem Securities Corporation v. Com- 
missioner of Internal Revenue. No. 3555. Board of Tax 
Appeals decision, 27 BTA 102, affirmed. 


Net Losses.—Net loss of each member of an affiliated 
group should be applied against the income of each mem- 
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ber of the group computed separately, and in computing 
such income, intercompany transactions may not be disre- 
garded or excluded.—U. S. Circuit Court of Appeals, Sec- 
ond Circuit, in Guy T. Helvering, Commissioner of Internal 
Revenue, v. Post and Sheldon Corporation. Decision of the 
Board of Tax Appeals, 27 BTA 26, reversed. 


Where a member of an affiliated group sustained a net 
loss in 1927, such loss may not be carried forward as a 


deduction from the consolidated net income of the group 
for 1928. 


Where a subsidiary had dealings entirely with a parent 
corporation, even though such dealings were intercompany 
transactions, the resulting gains or losses may not be ex- 
cluded from the consolidated income of the affiliated group 
and the gains so resulting are taxable—U. S. Court of 
Appeals for the District of Columbia in Corco Oil Refining 
Corporation v. Guy T. Helvering, Commissioner of Internal 
Revenue. No. 6163. 


A corporation resulting from the consolidation of three 
former corporations may not deduct from its income for 
its first taxable period net losses sustained by two of the 
corporations prior to consolidation —U. S. Circuit Court of 
Appeals, Fourth Circuit, in Brandon Corporation v. Commis- 
stoner of Internal Revenue. No. 3639. Unreported memo- 
randum decision of the Board of Tax Appeals affirmed. 


Net losses sustained in 1924 and 1925 by a pm ray 
corporation were not deductible by taxpayer in 1926.—U.S 
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Circuit Court of Appeals, Fourth Circuit, in May Oil Burner 
Corporation v. Commissioner of Internal Revenue. No. 3551. 
Decision of Board of Tax Appeals, 27 BTA 1281, affirmed. 


Statute of Limitations.—Separate return filed by a corpo- 
ration for the calendar year 1919 does not start the running 
of the statutory assessment period as to a deficiency deter- 
mined against the corporation on the basis of a consoli- 
dated return later filed with a parent corporation for the 
fiscal year ended June 30, 1920, that being the parent corpo- 
ration’s established accounting period. The assessment 
period began to run from the filing of the consolidated 
return, the corporations having been affiliated, and a con- 
solidated return having been required.—U. S. Circuit Court 
of Appeals, Sixth Circuit, in Commissioner of Internal Rev- 
enue v. Krein Chain Company and The Cleveland Chain and 
Manufacturing Company. No. 6508. Unreported decision of 
the Board of Tax Appeals reversed. 

Refund of an overpayment found by the Board was not 
barred by the statute of limitations. The taxpayer having 
filed a petition with the Board on Feb. 13, 1926, involving 
taxes for the year 1920, and the petition having been filed 
before the expiration of the time for filing waivers on the 
assessment of the tax, the filing of the petition constituted 
a waiver of the statute of limitations on the Commissioner’s 
right to make an additional assessment for 1920. Under 
Sec. 284 (g) of the 1926 Act, where a waiver was filed 
before June 15, 1926, refund of an overpayment was allow- 
able if a claim was filed before April 1, 1927. Under 
Sec. 284 (e) of the 1926 Act, as amended, Congress intended 
that the filing of a petition with the Board should have the 
same effect as the filing of a claim for refund if filed within 
the time prescribed for refund claims in Sec. 284 (g). The 


petition being timely, the overpayment found by the Board 
is recoverable. 
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Where a suit is brought for overpaid taxes within two 
years after the rejection of a refund claim, there is a 
compliance with the requirements of Sec. 3226 of the Re- 
vised Statutes and the District Court has jurisdiction over 
the suit.—U. S. Circuit Court of Appeals, Seventh Circuit. 
in Western Wheeled Scraper Company, a Corporation, v. The 
United States of America. No. 5082.—October term, 1933, 
special session, 1934. Lower court decision reversed ani 
remanded. 


Return filed by petitioner corporation which included the 
results of operations of its predecessor within the year 
without showing petitioner’s income, deductions, and cred- 
its separately from those of its predecessor, does not com- 
ply with the statutory requirements regarding returns and 
is insufficient to put the statute of limitations in motion. 
The fact that the Bureau of Internal Revenue acknowledged 
receipt of the document as the taxpayer’s return and audited 
the return, does not atler the situation. Dissenting opinion 
filed —U. S. Circuit Court of Appeals, Fourth Circuit, in 
The Cem Securities Corporation v. Commissioner of Internal 
Revenue. No. 3555. Decision of the Board of Tax Ap- 
peals, 27 BTA 102, affirmed. District Judge Coleman dis- 
sents, with opinion. 


Transferees.—Taxpayer was not liable for 1917 to 1920 
taxes as transferee under Sec. 280 of the 1926 Act. Waivers 
executed by taxpayer for the transferor corporation after 
the transferor had ceased to exist did not create transferee 
liability but original liability under the corporation laws 
of New York. Since these waivers expired for 1917 to 1920 
before the Commissioner mailed his notices, the taxpayer 
was not liable for taxes for those years. For the year 1921, 
however, the notice was sent before the expiration of the 
waiver, and the taxpayer was liable for such taxes, not as 
transferee, but as principal. 


Deficiency notice under Sec. 274(a) of the 1926 Act was 
not invalid because it was not signed by the Commissioner. 
—U. S. Circuit Court of Appeals, Second Circuit, in Com- 
missioner of Internal Revenue v. Oswego Falls Corporation. 
Oswego Falls Corporation v. Commissioner of Internal Rev- 


enue. Decision of the Board of Tax Appeals, 26 BTA 60, 
affirmed. 


New Tax Publications 


The Federal Municipal Debt Adjustment Act: A Guide 
to Municipalities. By Carl H. Chatters and John S. Rae. 
Prepared for the American Municipal Association, Munici- 
pal Finance Officers’ Association, and the United States 
Conference of Mayors. Issued as No. 41 of the Public 
Administration Service series. 12 pages, paper. Price, 25¢. 
Obtainable from the Service, 850 E. 58th St., Chicago. 


The significance of the new Federal Municipal Debt 
Adjustment Act for the officials and creditors of munici- 
palities which are in financial difficulties is explained in 
this pamphlet. The authors’ key-note is that the Act is 
not a cure-all for municipal debt troubles; indeed, they 
say proceedings under the Act should be used only as a 
last resort. 


It is still necessary for the taxing body to formulate 
a scheme which is fair to the taxpayers and which is 
deemed: fair by the large majority of the creditors. Once 
such a plan has been worked out and has been generally 
accepted, proceedings under the new Act can be used if 
necessary to make the agreement binding on a recalcitrant 


minority which is obstructing the consummation of the 
plan. 


The authors present briefly the elements of a debt ad- 
justment scheme and the factors which must be consid- 
ered in determining the municipality’s ability to pay. The 
pamphlet contains a digest of the new Act as well as the 
text of it in full. 


Sales Taxes—General and Retail, compilation by Daniel 
Bloomfield, manager of Retail Trade Board, Boston Cham- 
ber of Commerce. 240 pages. Published by H. W. Wilson 
Company, New York, N. Y. Price 90 cents. (Jn a review 
of this book in the July issue of THE Tax Macazine, the 
statement of the price was in error.) 
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